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Editorial Comment 


The income tax was adopted for the pur- 
The Changing pose of raising revenue, and that of course 
Function of continues to be its main function, but 
Income Tax with intensive exploitation of the entire 

income tax field, by means of wide assess- 
ments and high rates, there have come new considerations 
and new duties. The power to tax is the power to destroy, 
according to an old axiom of political economy, so it is in- 
evitable that as a tax grows more and more burdensome, 
its effects must be surveyed with greater and greater care. 
Under these circumstances, income tax has become a sort 
of test for the law of diminishing returns, and at the same 
time a device by means of which certain ends may be ac- 
complished. 


One of the declared aims of our present war economy, 
for instance, is to maintain a liberal flow of purchasing 
power into the hands of wage-earners and other recipients 
of income, but to reduce this purchasing power to a mere 
shadow through taxation and public borrowing. Of course 
any kind of tax helps towards this end, but the income tax 
is the one which, through its gradations, aspires to cut 
off most of the surplus in one gigantic slice. That there 
is any balance at all for borrowing is due to the inability 
of the income tax to reach certain people who are living 
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on capital, and also to the recognized fact that, among earn- 
ers themselves, there is a wide band of productive work 
which might be suppressed by undue taxation but which 
may be kept alive under the incentive of lending to the 
government. 

The income tax therefore becomes a leveller of mankind, 
and an agency for public economy. But on its negative side, 
that is in respect to what it leaves for the individual, it 
is a device for regulating the productive effort. If it is 
found that a producer, after earning his exemption in three 
days a week, will abandon further effort if subject to a 
forty per cent deduction but will continue it if only thirty 
per cent is deducted, then income tax must perforce give 
ground and be satisfied with its pound of flesh. When it 
was found that married women had to be allowed their 
$660 per annum exemption to induce them to work, this 
concession was made even though the resulting contrast 
in the position of those who work and those who are unable 
to work because of family and other handicaps is inde- 
fensible. By discriminating against investment income as 
compared with “earned” income the tax, as at present im- 
posed, also militates against that very economy which is 
advocated by other agencies today. Before long we may 
find the income tax structure, with its complicated exemp- 
tions and gradations, converted into an agency for promot- 
ing production and thrift, instead of discouraging them to 
the extent that it has done in the past. 


That accounting is a living science, geared 
New Aims in to a changing economic world, has been 
Accounting amply impressed upon the chartered ac- 
countant during these war years. When it 
was decided that our entire life should be moulded into new 
channels for the prosecution of the war, it at once became 
inevitable that the aims and standards of accounting should 
be altered. The popularity of the view that industry in 
future must be enrolled in the service of the state makes 
it probable that these changes will in some measure be 
permanent. 
A review by George O. May, in The American Year Book, 
of “Accounting Developments of 1942”, crystallizes these 
impressions of the accountant and auditor. He points out 
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first that accounting is based on conventions, and second 
that the conventions are affected by changes in the principal 
uses of accounts or in social or economic concepts. “One of 
the main purposes of accounting’, he continues, “is the 
allocation of profits to short periods of time. In the case 
of a complex business this cannot be an exact or scientific 
undertaking, since profits are usually the result of opera- 
tions spread over a lengthy period, not something that 
springs up in a moment of time. Yet profit restriction, in- 
come taxation, and investment all rest largely upon such 
allocations.” 

Prior to the war, accounts were viewed chiefly for their 
valuation of interests in an enterprise, and as a guide to 
future earning capacity; now, with the emphasis on taxa- 
tion, the allocation of profits to individual years or shorter 
periods assumes enhanced importance. Again, conservatism 
used to be regarded as a sine qua non of good accounting; 
now, when so much is dependent upon depreciation allow- 
ances, investment return, etc., it often proves a handicap. 
Another point is that the growth of taxation has reached 
such a level that only the balance after all taxation is 
significant to the owners. 

“In general”, concludes Mr. May, “the effects of the 
developments of the year on accounting procedures and 
conventions have been healthy. They have brought out the 
importance of practical considerations and judgment, the 
impossibility of laying down satisfactory fixed rules based 
on the name or form of transactions, and the necessity of 
looking to their substance. Above all, they have empha- 
sized the limitations on the significance of accounts, to 
which those engaged in various types of accounting activ- 
ities have often failed to give adequate public recognition.” 


Our one dollar bill gravely declares that the 
Our “Bank of Canada will pay to the bearer on de- 
Funny mand One Dollar’. A member of Parliament 
Money relates that, when he presented such a bill to a 

bank teller, he had merely been asked if he was 
trying to be funny. Of course he was in the wrong place. 
He should have gone to a branch of the Bank of Canada, 
where no doubt he would have been gravely tendered an- 
other one dollar bill in payment for the one which he 
presented. 
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From the tentative feelers sent out from London and 
Washington in recent weeks, it appears that we are to be 
proffered, after this war, an inconvertible paper money. 
It is even suggested that it may be of two kinds, one for 
international settlements under some scheme of machinery 
for exchange stabilization, and the other for purely do- 
mestic use. That would introduce a further difficulty for 
the accountant, who already has trouble enough in evaluat- 
ing funds which are untransferable as well as inconvertible. 

In early 1914 hard cash could be obtained almost any- 
where in the world, but since then we have travelled far 
afield in the matter of currency. We have seen deprecia- 
tions in all stages, ranging up to the complete debdacles 
of Germany and Russia. We have experienced the numbing 
uncertainty that attaches to any currency that is merely 
paper. Yet we still rise to the bait of something that will 
be open to political manipulation. Perhaps before the war 
is over, and before we have endorsed this blank cheque on 
our future, we will have more regard for money the value 
of which will be intrinsic rather than merely administrative. 


As plans for “social security” are being un- 
Security or folded, it becomes evident that there is going 
Obscurity? to be difficulty in reconciling numerous op- 

posing forces within the complex whole. It 
is not so long ago that certain political leaders came to the 
conclusion that the principle of “give me liberty or give 
me death” was a lost cause, and now every political group 
feels it necessary to include some planks of social security 
in its platform, yet no one defines where public responsibil- 
ity is to cease and individual responsibility is to begin. 
Even as this is being written, a test case is being put before 
a Canadian court, to determine whether a skilled workman 
is obliged to accept any kind of employment that is offered, 
or whether he can demand unemployment insurance just 
as soon as work in his own trade is lacking. It is easy 
to talk in generalities, about the right to protection through 
periods of unemployment, sickness, accident and old age. 
To admit that these rights imply obedience to the ma- 
chinery which furnishes the protection, is a little harder. 
And it will be still more difficult to specify exactly what 
the worker or the citizen must do in order to maintain these 
rights, or, as an alternative, what will be done with him 


in case he should rebel. 
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ATTACHED TO THE R.A.F. 


By Squadron Leader E. H. Knight, Chartered Accountant, 
R.C.A.F. Overseas 


| hoe since the beginning of the present hostilities the 
flow of Royal Canadian Air Force personnel to Britain 
has been steadily on the increase. With the exception of a 
few wholly Canadian squadrons, at first this personnel was 
attached to various R.A.F. stations and units, for the pur- 
pose of gaining experience in British methods in the air and 
on the ground. 

As soon as it was found that there was a sufficient num- 
ber of trained personnel in the various categories, the policy 
of Canadianization, as laid down by Air Minister Power, 
_ was put into effect. Canadians began to take over and man, 
not only squadrons, but stations and sectors within the 
Royal Air Force. Among the professions and trades rep- 
resented were to be found Canadian accountant officers. 

The moment the Canadian accountant officer “takes 
over” from the R.A.F. Station accountant officer, he reaches 
one of the turning points in his service career. He is now 
charged with the care of Imperial Funds and any breach 
in this custody will not only reflect on his person and pocket, 
but also tend to depreciate the present confidence of the 
British authorities in the ability of Canadian accountants 
to administer Royal Air Force funds. 

What are the main conditions with which he will have 
to contend ? 

Well, he may find his office is located several miles from 
the main station headquarters and aerodrome, and that 
within a wide area there are a couple of satellite aero- 
dromes, several secret outstations, dozens of requisitioned 
buildings, and army posts for defence, searchlight and ack- 
ack operations, all requiring accounting control of some 
sort or another. 

The personnel manning this sector may consist of mem- 
bers of the Canadian, Australian, South African, New Zeal- 
and, Newfoundland and Royal Air Forces, and the Women’s 
Auxiliary Air Force, to say nothing of Poles, Czechs, Fight- 
ing French, Belgians and, in fact, at one time or another, 
representatives of every one of the united nations, each 
with a separate packet of rules and regulations governing 
pay and other emoluments. 
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There are approximately twenty different sets of regula- 
tions covering the many aspects of accounting work, with 
which the Canadian accountant officer must make himself 
familiar. Amendments and additions to these regulations 
assume large proportions. As an example of this, Air Min- 
istry orders, all of which should be read by the accountant 
officer, even though they do not all pertain to his section, 
have accumulated at the rate of about sixty a week during 
the present year, in addition to the consolidated volumes 
dating back as far as 1920. Those which have been issued 
since the outbreak of war constantly have to be consulted 
while occasional reference is made to the older volumes. 
Command accounts circular letters for the guidance of ac- 
countant officers arrive at the rate of one every other day, 
while over two hundred and fifty cash accounting notes have 
emanated from Air Ministry since 1934. The Canadian ac- 
countant officer must not only keep up to date with this 
constant flow of new regulations and amendments, but must 
also familiarize himself in so far as he is able, with all that 
has passed prior to his arrival in Britain. 

In addition to the foregoing, the accountant officer now 
has the routine of his office to consider. This may be out- 
lined on a daily, weekly, bi-monthly and monthly basis. 


Daily Problems 


The daily problems are, of course, legion. First and 
simplest of all is the preparation for the daily casual pay 
parade. Nominal rolls arrive from the various units within 
the sector, listing airmen who are going on ordinary leave, 
sick leave, embarkation leave, special aircrew leave, tem- 
porary duty, attachment, being posted, discharged on medi- 
cal or other grounds, or released to civilian employment. 
Lists for each detachment must be prepared in the accounts 
section, showing the various personnel and the amounts to 
be paid to them. These lists are then submitted to the ac- 
countant officer, who must check them and make sure that 
the regulations surrounding the case of each airman have 
been complied with, and that the amount to be advanced is 
the exact amount to which the airman is entitled. This list 
and the necessary funds are then handed to an assistant 
accountant officer, who proceeds to certain central points 
at given times, each day, for the purpose of paying the per- 
sonnel. As the strength of the sector station may run into 
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thousands, and as squadrons frequently come and go, this 
daily parade sometimes assumes fairly large proportions 
and often takes up the best part of the assistant account- 
ant officer’s day. These daily parades are, of course, in 
addition to the regular bi-monthly pay parades which, due 
to the dispersed nature of the sector and the numbers of 
personnel, require several paying officers. 

Then there is the morning mail. 

Among the items found in the despatch bag are hun- 
dreds of equipment vouchers, contractors’ and suppliers’ 
bills, pay ledger forms, travelling claims, rationed commod- 
ity returns and reams of correspondence, not only from 
stations within the United Kingdom, but literally from the 
four corners of the globe. Regulations from Air Ministry 
’ are included, and a letter from the Polish legation, in Polish, 
is put on one side for the moment and the trembling ac- 
countant officer reaches for a cigarette. 

The day’s work has started with a vengeance. 


In between telephone calls and visits from all and sun- 
dry, the mail is checked and issued to the various depart- 
ments of the section, together with instructions as to the 
treatment of the knotty problems often raised therein. Not 
infrequently one such problem may necessitate the personal 
attention of the accountant officer for several hours. All 
the while his “In” tray is steadily filling. On rare occa- 
sions matters will be further complicated by an alarm. “En- 
emy aircraft in the vicinity!” Books and vital records are 
rushed into specially prepared depositories and the staff 
takes cover. And so the day’s work goes on. 


Weekly Duties 


Each week the accountant officer must estimate his cash 
requirements for the following week and forward a requisi- 
tion for the necessary funds. Provision must be made for 
pay parades generally, billeting fees, travelling and other 
claims, officers’ allowances, contractors’ bills and similar 
items. On occasions, such as the sudden departure of a 
squadron, a special demand will have to be forwarded to 
cover extra commitments not foreseen at the time of for- 
warding the normal weekly requisition. Care must always 
be taken not to ask for too much, or to under-estimate, as 
in the former case the accountant officer will receive an Air 
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Ministry observation, and in the latter he will have to ex- 
plain to his commanding officer! 

The civilian payroll must be prepared each week. 
Special care is required in the preparation of this payroll, 
as each trade category has its own rates of pay, overtime, 
and entitlement to ordinary and sick leave. Calculations 
must be made for income tax and insurance deductions. 
While there is a separate air publication concerning civili- 
ans, there are many additional regulations contained in Air 
Ministry orders and letters, which must be taken into con- 
sideration. 

Once every two weeks preparation has to be made for 
the main sector pay parade. Special consideration must be 
given to visiting flights and attached personnel, in addition 
to those on the permanent strength of the sector. Due to 
the dispersed nature of the units in the sector, several pay- 
ing officers are required, and the station accountant officer 
is lucky if on “pay day” he is able to close his cash book 
before supper time arrives. 

Heavy Monthly Tasks 

Monthly tasks are, of course, the heaviest of all. 

First comes the question of officers’ allowances. Details 
in connection with each officer’s case have to be studied 
separately. Each circumstance has a bearing on the amount 
of allowances to be calculated and paid to the officer. An 
officer who, to the ordinary public, is just an R.A.F. squad- 
ron leader, when looked at from the viewpoint of the ac- 
counting specialist may be, for example: 

1. Ex-civil servant at time of appointment to commis- 
sion—C.A.N. 289, as amended by C.A.N. 314 and 563, 
refers. 

2. Married. 

3. Authorized to live out with family. 

4. Over 30 years of age. 

5. An officer who has re-elected under A.M.O. A. 
1112/42 to receive the old rates of allowances for officers 
commissioned before 1.1.42, as per A.M.O. A.911/41. 

6. Promoted acting squadron leader paid, w.e.f. 31.10.42, 
granted rank of temporary flight lieutenant w.e.f. 26.8.42. 
Confirmed in war substantive rank of flying officer w.e.f. 
11.11.42, 
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7. Shown in P. O. R.s. as attached to P.D.C. P.P.O. w.e.f. 
15.11.42. 


As there are generally over a hundred officers on the 
station strength, details such as the foregoing make the job 
of determining officers’ allowances a long and arduous task, 
accuracy in calculation and a wide knowledge of the per- 
tinent regulations being essential. 


Next come the messing accounts. 


As everyone knows, every individual in Britain, whether 
in the Service or not, is subject to the national food ration- 
ing laws. It is, therefore, necessary for the accountant 
officer to prepare each month a statement, by commodities, 
of food consumed in each mess and the legal entitlement 
_ thereto. However, first of all he must determine and pay 
to each mess, the cash value of the excess of the food 
entitlement over the food drawn from stores. All this in- 
volves a mass of detail when it is considered that there are 
five separate messes on the average station and four on 
each satellite, and that calculations must be made to the 
fraction of an ounce. 


Each individual airman’s and airwoman’s ration entitle- 
ment must be entered by days in the pay ledger. The daily 
entitlement for officers, sergeants and W.A.A.F. officers 
must also be recorded. These figures are then summarized 
and the total thus established converted into cash at the 
appropriate current daily rate laid down in A.M.O.s. From 
each of these mess entitlements the cash value of rations 
drawn from the ration store is subtracted, leaving the 
net entitlement in cash to cover bills incurred for purchases 
from the navy, army and air force institutes. 

The total cash required is then requisitioned from Air 
Ministry. 

The cash transactions in respect of airmen’s and air- 
women’s messes are the personal responsibility of the ac- 
countant officer, while the cash due to the officers’ and 
sergeants’ messes is handed over to the officer-in-charge of 
the mess concerned. 

A special cash book is kept for the purpose of record- 
ing the transactions for the month, and a copy thereof is 
entered in the messing accounts, which are then forwarded 
to Air Ministry for audit. 

After having disposed of the cash side of the messing 
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accounts, the station accountant officer has now to prepare 
the monthly statement of rationed commodities which must 
be forwarded to Air Ministry without delay. This work 
consists of setting down, by messes, the entitlement, in 
quantity, to each rationed commodity, of everyone who has 
been on the ration strength of the sector during the month. 
Against these figures must be off-set the actual quantity, 
by commodities, of rations drawn from stores, or bought 
from the N.A.A.F.I. In preparing these figures allowances 
have to be made for all absences in excess of 24 hours. Air 
Ministry attach considerable importance to this return, and 
should an over-issue of any item of food occur, an audit 
observation will surely result. 

Other jobs which may be considered as being on a 
monthly basis are summarized briefly as follows: 

1. Remittance to the postmaster general of moneys col- 
lected by pay ledger deductions for Post Office savings bank 
deposits. 

2. Calculation on a per capita basis and payment of the 
monthly allowance authorized for the upkeep of the air- 
men’s recreational library. 

3. Monthly payment of income tax deducted from the 
pay of locally assessed civilian employees. 

4. Preparation of the statement of cash receipts and dis- 
bursements for the month of the public account, with all 
necessary forms and vouchers attached. 

5. Verification of the cash on hand in each of the station 
institutes. 

Other Periodical Jobs 


There are also quarterly, four-monthly and annual re- 
turns which of themselves are not excessively complicated, 
but which, when added to his other duties, increase the onus 
placed on the station accountant officer. While space does 
not permit of the discussion of each of these returns and 
the accountant officer’s share in their preparation, reference 
can be made to the operation and control of the non-public 
funds of the station. Regulations specify that (a) he will 
act as adviser to his commanding officer on matters relating 
thereto, but (b) that he must not be placed in the position 
of being held responsible for these funds. In reality, his 
job consists of doing a detailed audit once every four 
months, as laid down most meticulously in three volumin- 
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ous air publications; he must also see that proper account- 
ing control is exercised over the funds of all messes and 
institutes within the sector area. 

Last, but certainly not least, is the work of those em- 
_ployed on equipment accounting. As every movement of 
equipment to and from the stores department must be 
recorded on vouchers, all of which pass through the ac- 
counts section for action in one form or another, one can 
imagine the number of vouchers involved for a station of 
any size. One large station alone has been known to handle 
more vouchers per year than were raised by the entire 
Royal Canadian Air Force in a similar period before the 
war. The arrival or departure of a squadron means hours 
of overtime, not only in the stores department, but also 
- in the equipment accounts section. 

The responsibility for the maintenance and safe custody 
of equipment issued to the various units within the sector 
is allocated to a necessarily large number of individuals. 
The records containing the name of the inventory-holder 
and the equipment for which he is responsible must at all 
times be kept up to date by the accounts section, as on 
the occasion of posting, and at periodical intervals inventory 
lists must be prepared for purposes of verification. As 
change of inventory-holders on short notice is a common 
occurrence in wartime, this section of the accounts office is 
kept fully occupied. 

This, very briefly, is a summary of some of the problems 
of the Canadian accountant officer on a station overseas. 
Of course there are other Canadian accountant officers not 
attached to stations but on the strength of the Royal Cana- 
dian Air Force overseas headquarters. 


Wide Knowledge and Judgment Required 

It might well be said that the work of the station ac- 
countant officer is fascinating. In addition to his knowledge 
of the rules and regulations he must at all times be im- 
partial in his dealings with personnel of many nationalities. 
Besides the accounts section he must have a broad under- 
standing of the operation of all the units within the sector. 
In reality, his work is as far removed from the job of pay- 
master, as it was known during the last war, as the Spitfire 
is removed from the old Jennie. 

The station accountant officer who is a chartered ac- 
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countant by profession will find that he is constantly using 
the principles which he worked hard to acquire when study- 
ing for his degree, and that at the same time he is develop- 
ing his sense of tact and his executive ability in fulfilling 
his air force duties. Too, he will have the knowledge 
that he has served his country. 


GENERAL OBSERVATIONS CONCERNING 
COST INVESTIGATION PROCEDURES 


By Harry E. Clayton, Chartered Accountant, Toronto 


Now that the public auditor is being asked to aid the 

war effort by undertaking to verify, on behalf of the 
Dominion government, the cost submissions of some of 
the sub-contractors engaged in war work, the subject of 
Cost Accounting and its verification is becoming increas- 
ingly important. 

A cost investigation, like any other investigation, dif- 
fers from a regular detailed or balance sheet audit in that 
the work being undertaken resolves itself primarily into 
an examination of a specific phase of the contractor’s ac- 
counts and records, rather than a detailed over-all verifica- 
tion. As soon as the auditor has secured his appointment, 
he should immediately endeavour to familiarize himself 
with the contract or acceptances of tender, etc., to be in- 
vestigated, paying particular attention to the conditions 
contained therein relating to the determination of costs. 
Since the audit of sub-contracts by public auditors is being 
made in accordance with the authority granted under Order- 
in-Council P.C. 455 dated 21st January 1942, which states 
that “every such detailed statement shall be made up in 
conformity with such instructions as the chief cost account- 
ant for the Department of Munitions and Supply shall issue 
for such purpose and shall be accompanied by such docu- 
ments, certificates and (or) other records as the chief cost 
accountant shall require,” the investigator should carefully 
peruse the audit instructions, cost audit questionnaire and 
M. & S. 433 issued by the chief cost accountant, before 
making any attempt to begin his actual investigation. In 
this connection it should be noted that M. & S. 483 excludes 
all of the following items as elements of cost: 
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. Allowances for interest on invested capital, bonds, 
debentures, bank or other loans. 
Entertainment expenses. 
Dues and other memberships, other than regular 
trade associations. 
Donations, other than normal contributions to local 
charities. 

. Losses on other contracts. 

. Losses from sale or exchange of capital assets. 

. Depreciation on buildings, machinery, or equipment 
paid for by the Crown. 

. Fines and penalties. 

. Amortization of unrealized appreciation of values 
of assets. 

. Expenses, maintenance and (or) depreciation of ex- 
cess facilities. 

. Increase in reserves for contingencies, repairs, com- 
pensation insurance, and guaranteed work. 


. Federal and provincial income, excess profits, or sur- 
taxes. 


. Unreasonable compensation for lian and employ- 
ees. 


. Bond discount or finance charges. 

. Premiums for life insurance on the lives of officers. 

. Legal and accounting fees in connection with reor- 
ganizations, security issues, or capital stock issues. 

. Losses on investments, bad debts and expenses of 
collection. 

. Advertising and selling expenses. 

. Royalties not directly chargeable to the subject of 
the contract. 


Plant and Product 

The cost auditor’s first task upon reaching the contrac- 
tor’s establishment is to make a brief examination of both 
the plant and product to be costed. The background so 
acquired will repay the investigator tenfold for the time 
thus spent, as it will aid him in forming general opinions 
when he begins his verification as to whether the contrac- 
tor’s cost allocations are equitable. 
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Of course, during the auditor’s actual investigation he 
will of necessity make recurring visits to certain sections 
of the plant in order to substantiate the costs as recorded 
in the books of account. 


General Accounting Procedure 


Having completed his review of the concern’s plant and 
product, the investigator should proceed to analyze the gen- 
eral accounting procedure and hence the system of internal 
check, in order to (a) determine the general extent of de- 
tailed examination necessary to substantiate the accuracy 
of the costs under review, and (b) ascertain the weak links, 
if any, in the aforementioned system so that all costs or- 
iginating or passing through such sources can be carefully 
investigated. Even though the accountant may be satisfied 
with the manufacturer’s general accounting procedure and 
system of internal check, he must, of course, make actual 
test checks of the accounting records and related data for 
several periods within the scope of the cost investigation, 
in order to substantiate the fact that the contractor was 
maintaining the same procedure throughout the entire or- 
ganization for the whole period under review. 

Specific Problem 

Having completed the foregoing to his entire satisfac- 
tion, the investigator may now turn his efforts to the veri- 
fication of the costs related to the specific war product or 
products under investigation. As the auditor will be ex- 
pected to submit, in his certified report, the costs duly 
segregated, it is essential that he proceed with both his 
actual audit verification and compilation of working papers 
for each specific cost element separately. As it is not my 
intention to deal with ordinary routine auditing procedures 
or practices, I will confine myself to a few brief remarks 
relative to each of the elements of cost which are worthy of 
further consideration. 

Material Costs 

With regard to material costs, it is essential that the 
amount of all duties and taxes included therein be duly 
noted in the auditor’s report, as quite often the costs sub- 
mitted are used for the purpose of settlement with other 
allied governments who have been purchasing through the 
Department of Munitions and Supply. Furthermore, the 
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Dominion government, generally speaking, arranges to bill 
such allied governments for costs exclusive of the afore- 
mentioned duties and taxes, as these are not in reality a 
net cost to the Canadian government. Consequently, when 
no notation is made as to the amount of same which is 
included in the material cost, it must of necessity be as- 
sumed that it is non-existent, and if this is not actually the 
case, some allied government may be penalized. However, 
when an allied government does not purchase through the 
Department of Munitions and Supply, but becomes. a direct 
party to the contract, all duties are, of course, subject to 
drawback regulations, and the investigator must accordingly 
take adequate precautions to see that the material costs 
are duly credited with all direct and indirect duty draw- 
. backs received or receivable. 

Where material costs are accumulated and charged 
against a contract by job orders or dockets, rather than 
on the basis of actual specifications, it is essential that the 
cost auditor substantiate the total material so charged by 
developing an average specification cost and multiplying it 
by the number of good units produced, plus actual re- 
jects. Regardless of the method -used, the investigator 
should ascertain that material costs have been duly reduced 
by an adequate credit for all rejected units and process 
scrap. In this connection, a cross-check should be made 
by determining the difference between the gross and net 
weights of the good production, plus the gross weight of 
rejects, and multiplying the result by the market values at 
the time of production of the various types of scrap. Note 
that the weights should be obtained from the actual speci- 
fications or engineering releases, and that the number of 
units of good and rejected production should be secured 
from the concern’s approved production reports and ship- 
ping records. It has been found that in both large and 
small concerns too great a reliance cannot be placed upon 
the material content of a company’s specifications which 
are used for costing purposes, as it occasionally occurs that 
modifications may be made in the specifications without 
the actual recording of same. Consequently, it is impera- 
tive that the investigator physically check some of the com- 
ponent parts and their weights to the specifications in order 
to substantiate their accuracy. This is one function which 
might possibly be overlooked, as it is not generally neces- 
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sary to follow such a procedure during the course of ordin- 
ary auditing practice. 
Labour Costs 

The investigation of labour costs, is, of course, conducted 
along standard auditing lines, with the exception that 
greater stress must be given to the determination of the 
distribution between direct and indirect labour costs, as 
the latter is an overhead item. This is of particular im- 
portance when the manufacturing costs are distributed on 
a direct labour basis or some base factor in which direct 
labour is included. Naturally, a scrutiny of the company’s 
entire labour set-up must be made in order to ascertain that 
the segregation between direct and indirect labour is rela- 
tive throughout the entire organization. For example, if 
certain handling costs relative to feeding materials into 
productive machines are charged to direct labour on govern- 
ment orders, the same segregation must, of course, be fol- 
lowed in the company’s commercial practice. This is of 
particular importance if overhead is to be distributed on 
a direct labour basis, otherwise the overhead applicable to 
government orders would be overstated with the converse 
applying to the company’s commercial work. 

Problems in Overhead Distribution 

The cost auditor should be on the alert to see where a 
concern is producing both commercial and war products and 
distributing overhead on a direct labour basis that the 
overtime premium portion of the direct labour is not in- 
cluded in the base factor for the purpose of overhead dis- 
tribution, as this procedure might result in an inequitable 
allocation of overhead to specific products. For example, 
let us suppose that products “A” and “B,” both of which 
are put through the same manufacturing operations in ap- 
proximately the same time, cannot be produced simultane- 
ously due to the small capacity of the plant. Consequently, 
product “A” is produced during ordinary working hours, 
whereas product “B” is manufactured during an overtime 
shift, for which the employees receive double time. It neces- 
sarily follows that generally speaking the overhead applic- 
able to these products should be approximately the same; 
yet if the basis of allocation of overhead distribution is 
total direct labour expended (including overtime premiums) 
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the amount of overhead allocated to product “B’’ would be 
twice as great as the amount charged to product “A”. 
This procedure is, of course, absolutely inequitable. 

The extent of audit verification necessary in connection 
with overhead costs is dependent, the same as any other 
element of cost, upon the efficiency of the concern’s system 
of internal check. Broadly speaking, however, the investi- 
gator should proceed by comparing the overhead costs as 
per books with the certified audited statements, in order 
to satisfy himself that the accounts are in agreement with 
the certified report issued to the shareholders, and then 
deleting therefrom all expenses not allowable under M. & 
S. 433, or not related to the government production for the 
period under review. The resultant figures represent the 
net applicable overhead which may then be either equitably 
departmentalized or accumulated on an over-all basis, de- 
pending upon the particular circumstances of the case. 
These totals, or total, representing the net applicable over- 
head costs, should then be developed as a percentage of an 
equitable base factor or factors for the purpose of distri- 
bution to specific orders. Naturally, the investigator must 
substantiate the accuracy of the total amounts of the base 
factors as well as the amount included in the specific con- 
tract under investigation, by an adequate examination of 
the company’s records and methods of accumulation. 

Particular care should be given to the examination of 
all overhead repair and replacement accounts, in order to 
satisfy oneself that the contractor is not charging items 
of a capital nature to these accounts. Of course, a com- 
plete comparison of individual expense accounts by months 
and years should be made in order to investigate any 
marked fluctuations, so that these can be examined and 
allowed or disallowed accordingly. It is advisable to seg- 
regate the expenses between variable and non-variable 
items and develop them as a percentage of sales, so that 
any changes in volume will not distort comparisons. 


Special Items 


All expenses which are not of a general overhead nature, 
such as the amortization of special tools, etc., should be 
shown as separate items in the certified report, so that the 
negotiating officers may (a) decide whether a profit on such 
items conforms to government policy, and (b) readily make 
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cost comparisons between concerns in the same industry. 
In this connection, it should be noted that the original cost 
of all perishable tools not covered by capital appropriations, 
etc., should be amortized over either 

1. All known contracts upon which such tools could be 

used, 

2. Estimated number of units the tools could produce 

during their expected life, 
rather than being applied directly against one specific con- 
tract. 
Working Papers 
Little need be said about the development of adequate 
working papers, as these will be developed in conformity 
with usual auditing practice. However, in order to estab- 
lish uniformity and aid the senior officers of the Cost 
Section in reviewing the various working papers, Mr. F. 
E. Wood, Chief Cost Accountant, has suggested that they 
be indexed alphabetically as follows: 

AA Finished Papers. 

BB General Data (which will include cost audit pro- 
gram, general notes, extracts from contracts or 
acceptances of tender, etc., interviews with com- 
pany representatives, etc.). 


A Labour. 
B Material. 
Cc Overhead. 


Additional letters may be used to indicate production 
reports, inventory data, or other such matter as may be 
of substantial volume and importance. However, as these 
instructions have been circularized by the Cost Section to 
all concerned, further comment need not be made here, 
beyond noting that there has been somewhat of a tendency 
in the past to submit detailed abstracts of the company’s 
records as part of the completed working papers. How- 
ever, as such information can readily be found in the con- 
tractor’s books and does not constitute any verification 
whatsoever, it is suggested that the amount of this type 
of material might be considerably reduced. In short, the 
working papers should show: 

(a) Company figures as submitted to the investigator. 

(b) Investigator’s adjustments, explained in detail. 
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(c) Actual audit verification undertaken in order to 
substantiate figures submitted, and 


(d) General accounting procedure and efficiency of in- 
ternal check relative to the various elements of 
cost. 


The Finished Report 


It should be noted that adequate attention must be di- 
rected in the finished report to: 


(a) Extraordinary or excessive costs. 


(b) Any anticipated cost reductions—these may be due 
to increased production, greater efficiency in opera- 
tion, or improvements in methods of processing, 
etc. 

It is essential that the auditor state his views relative to 
the foregoing matters, as the negotiating officers of the 
Contracts Department may use his report for the purpose 
of making firm prices on future contracts. Consequently, 
any circumstances which may tend to cause future fluctua- 
tions in the cost of such product should be duly noted. For 
example, if reject costs are high, it would seem advisable 
for the investigator to qualify his report “subject to the 
normalcy of rejects,” and also to incorporate therein a full 
statement as to the reason for same, the amount in dollars 
and cents if ascertainable, and if not, an adequate production 
schedule of good and rejected production, coupled with his 
opinion as to the future trend. 

In conclusion, the writer would like to point out that as 

Costing Memorandum M. & S. 483 has been based upon 
generally accepted accounting principles, it necessarily fol- 
lows that the results required therefrom can be obtained 
by the use of any recognized cost accounting system, re- 
gardless of whether it be of a standard, process, or job 
cost type. No one type of cost system can be regarded as 
the most satisfactory, as the practicability of the system 
will depend upon the type of product being costed. This 
point is mentioned because at the present time a great 
many contractors are under the erroneous impression that 
the requirements of M. & S. 433 necessitate the operation 
of a job cost system. 

Note:—The opinions expressed in the foregoing article are those 


of the writer, and are not necessarily endorsed by any Department 
of the government. 
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TAXATION OF CORPORATE INCOME BY THE 
DOMINION GOVERNMENT 


By K. LeM. Carter, Chartered Accountant, 
Toronto 


HESE notes constitute an examination of the adminis- 

trative features of The Income War Tax Act and The 
Excess Profits Tax Act as they affect corporations and have 
led to four conclusions which are set out at the end. 

The Income War Tax Act was imposed in 1917 and The 
Excess Profits Tax Act in 1940; both were the result of world 
wars. The income tax rate which was 6% when imposed 
was changed many times and reached 15% in 1935 and 
18% in 1940. The Excess Profits Tax Act had two purposes, 
firstly it increased the effective rate of tax from 18% to 
30% for 1940 and 40% for 1941 and subsequent periods and 
secondly it imposed a tax of 75% of excess profits which 
was increased to 100% as from Ist July 1942 less a post- 
war refundable portion. It is interesting to note that in- 
come and other war taxes had provided considerably more 
than was needed to pay the cost of the first world war 
long before the declaration of world war II. Corporation 
income tax seems thoroughly established as a peacetime 


tax. 

However, it is only since the commencement of world 
war II that the taxation of corporate income has yielded 
and will yield relatively huge amounts as the following 


table shows: 


























Excess 
Profits Tax (not 








Year ended Corporation entirely attribut- 
31st March Income Tax able to corporations) Total 
(000 omitted) 
BER is ea hSs Se wee 85,186 _— 85,186 





bel ecus banat 77,920 — 77,920 
See ea aL 131,566 23,995 155,561 
Sees 185,836 135,168 221,004 
1943 (estimated).. 350,000 455,000 805,000 
The relatively small number of important taxpayers is 
indicated by the fact that of 17,618 corporations assessed 
in 1940, 1,335 yielded 84.6% of the total tax assessed. 


Taxable Income of Corporations 
The Canadian tax follows the British act and is opposed 
to the United States laws in omitting capital gains and 
losses from taxable income. The act fixes taxable income 
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at the annual profit or gain less certain deductions. Profit 
must first be determined pursuant to accounting conven- 
tions although the deductions specified by the act may de- 
part from accounting practice. An English judge said: 
“The amount to be taxed is to be ascertained according to 
the rules laid down in the act, and not on the rules upon 
which a tradesman or a partnership would ascertain and 
set aside profits. The amount is to be ascertained by means 
of the earnings—that is, the gross earnings—on the one 
side and certain deductions on the other. These deductions 
are the disbursements named in the act, and it is only those 
that can be deducted”. 


It may be unfortunate that the deductions do not in all 

_ cases agree with usual accounting treatment so that profits 

and net taxable income might agree, but there seems to 
be no reason why “net profit or gain’’ (i.e., taxable income 
before deductions) should not coincide with the calculation 
of corporate profits. At this point there is, however, a 
frequently met point of departure; namely, the valuation of 
inventories. Accounting convention sometimes prescribes 
conservative methods that the tax department. will not 
follow. It would appear that the tax department when 
departing at this point from the course followed by ac- 
countants must deny the correctness of accounting proce- 
dure, which is no doubt just when accountants sacrifice 
accurate to conservative methods. 

However, under circumstances where a method of in- 
ventory valuation such as “last-in first-out’”’ provides equal- 
ly as accurate results as average cost accountants believe 
that they have just complaint when taxing officers deny 
the method. 


Assessment and Appeals 

Taxpayers themselves estimate their taxable income and 
submit returns within four months of the close of their 
annual fiscal periods. Payment is made on the basis of 
these estimates. The return is assessed by the department 
and the taxpayer receives notices of assessment “with all 
due dispatch”, which is generally a few years. If he ob- 
jects to the assessment, he may appeal on the prescribed 
form within one month. The minister considers the appeal 
and advises the taxpayer of his decision. If the taxpayer 
further objects, he may file a “Notice of Dissatisfaction” 
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and the department issues a further document to the tax- 
payer called the “Reply of the Minister”. Further dispute 
takes place in the Exchequer Court of Canada and in order 
that the taxpayer may have his case heard he is required 
to provide security of $400. Appeals from the Exchequer 
Court are taken to the Supreme Court of Canada and from 
there to the Judicial Committee of the Privy Council. 

Information furnished by taxpayers is protected by 
strict secrecy and decisions are only available to the public 
when cases are taken to court. 

Discretionary Powers of Minister 

The determination of income taxes on corporate profits 
is covered by the first 32 sections of The Income War Tax 
Act and a schedule appended thereto and the first 9 sec- 
tions of The Excess Profits Tax Act and two accompanying 
schedules. The sections and schedules relating to corpora- 
tions contain about sixty references to the Minister’s dis- 
cretion or opinion. In addition a Board of Referees under 
The Excess Profits Tax Act exercises discretion regarding 
matters of huge monetary importance. 

The minister delegates his authority to the commis- 
sioner who administers the act. The commissioner has 
staffs located in important centres across Canada and in 
order that assessments may be as uniform as possible he 
issues rulings as to the exercise of his discretion. These 
rulings are not generally available to taxpayers although a 
few have been published. 

In this connection it is interesting to note the words 
of the commissioner: “We do not issue interpretative rul- 
ings which subsequently may be re-quoted to the depart- 
ment so that as well as interpreting the law we are called 
upon to reinterpret prior interpretations.” ... “In Ot- 
tawa we resist discussing the shape of things to come for 
and on behalf of individual taxpayers. That is his affair 
and as in all other cases touching the substantive law he 
may secure the advice of those skilled therein, or others 
not skilled, but the Crown is not to be turned into an 


advisory body.”* 
In the assessment of excess profits the department has 


*Address delivered before the Sixth Tax Clinic of the Committee 
on Federal Taxation, American Bar Association, Washington, D.C., 


26th February 1938. 
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recognized the taxpayers’ need for interpretation of the act 
and for enlightenment as to the exercise of the minister’s 
discretionary powers in certain cases and at the inception 
of the act an explanatory brochure was issued and later 
brought up to date. 

While it may be unreasonable to suggest that the com- 
missioner be required to interpret the law for the benefit 
of taxpayers, a taxpayer should be entitled to information 
as to how discretionary powers will be exercised. The com- 
missioner has given taxpayers no information by way of 
rulings or pronouncements as to how he will exercise his 
discretion on many points. Amongst these are the fol- 
lowing: 

INCOME TAX 
Section 5 (b) Reasonable rate of interest’ on borrowed 
capital. 

6 (d) Amounts transferred to reserve for bad 
debts. 

6 (4) & (5) Apportionment of expense between 
earned and investment income and be- 
tween taxable and non-taxable income. 

6 (3) How will salaries, wages, etc., be examined 
as to whether or not they are commensur- 
ate with the services rendered? 

13 Accumulation of company’s profits in excess 
of what is reasonably required for pur- 
poses of the business. 


EXCESS PROFITS TAX 
Section 5 (1) What constitutes a depressed business or in- 
dustry. 
What principles govern the determination of 
rate of return on capital. 

(3) Upon what grounds the minister, with the 
advice of the Board of Referees, will sat- 
isfy himself that capital is not an import- 
ant factor, has become abnormally im- 
paired or is abnormally low. 


Jurisprudence 


Since the inception of The Income War Tax Act in 1917 
there have been eleven reported cases dealing with the taxa- 
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tion of corporate income. These cases relate to the fol- 


lowing: 

1. Royalties from licensing agreements. 

2. Deduction of donations from taxable income. 

3. Taxation of proceeds from use and occupancy insur- 

ance. 

4. Accounting for container transactions. 

5. Depreciation of fixed assets obtained from a predeces- 

sor. 

6. Deduction of moneys paid out by a brewery for 

“treating” from taxable income. 

7. Deduction of certain legal expenses from taxable in- 

come. 

8. Deduction of refunding expenses from taxable in- 

come. 

9. Deduction of losses on oil properties and development 

costs from taxable income. 

There have been no cases dealing with such obvious 
accounting difficulties as valuation of inventories, proper 
provisions for bad debts, the inclusion of contingent liabil- 
ities, charges for plant repairs or renewals or capital and 
revenue income from investment transactions. 

For interpretations of Canadian law we must turn to 
cases decided by courts of other countries in respect of 
their statutes where these bear a resemblance to the Cana- 
dian act. 

The eleven judgments by the Canadian courts have been 
rendered one in each of the years 1926, 1927, 1929, 1937, 
1938, 1939, 1940 and four so far in 1942. 

Conclusion 

With many doubts as to interpretation of the statutes 
and sixty points left to settlement at the minister’s discre- 
tion and for guidance eleven references to the courts, an 
explanatory brochure as to taxation of excess profits and 
a few published rulings, taxpayers are continually con- 
fronted with doubt as to their tax liabilities. Furthermore 
the department often expresses reluctance to remove these 
doubts by considering hypothetical problems. An Ameri- 
can commentator has said: “On the whole the tax is effi- 
ciently and intelligently administered. Unfortunately, there 
is no published official interpretation of the act similar to 
our Treasury Regulations 74 and no such comprehensive 
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body of guiding decisions as exists in the nineteen volumes 
of the United States Board of Tax Appeal Reports. It is 
frequently impossible for a taxpayer to know in advance, 
the attitude of the administrative officials on even the most 
common questions of interpretation. This drawback is to 
some extent alleviated by the fact that the Commissioner 
of Income Tax (unlike the United States Commissioner of 
Internal Revenue) will usually give his opinion in advance 
as to the tax effect of a proposed transaction. However, 
there is frequently long delay in obtaining such an opinion 
ad hoc, and, from the standpoint of the lawyer or accountant 
seeking to guide his client, the Canadian system of unpub- 
lished special rulings is not as satisfactory as the system of 
published regulations and rulings in the United States.”* 


Before 1940 when taxes ranged from 6% to 18% of cor- 
porate income the Dominion informal tax methods appeared 
not too unsatisfactory. Dissatisfied taxpayers received 
sympathetic hearings from capable and conscientious public 
servants and differences were generally ironed out. In that 
only six cases went to the courts, compromise must have 
bridged many gaps. However, this method that appeared 
satisfactory for relatively small amounts will probably fail 
badly when dealing with high levels of taxable income. 
When taxable income is determined after discussion other 
than on the basis of published rulings, taxpayers may feel 
that others in similar straits may have received different 
treatment. Decisions will be deemed too important to be 
subject to the decision of a single individual and there will: 
be an increasing disposition on the part of large corpora- 
tions to litigate. In fact of the eleven cases settled by the 
courts in twenty-five years four were in 1942. Owing to 
the expense and time involved litigation will probably not 
be indulged in by small companies. 

In view of the foregoing some suggestions as to the 
alteration of our corporation income tax methods are set 
out below: 

1. The commissioner make public rulings relating to 
all matters in the act concerning which the minister is given 
discretionary powers. The rulings may naturally leave 
points to be dealt with in accordance with peculiar circum- 


*The Canadian Income Taz by Bernard Knollenberg—The National 
Income Tax Magazine, July 1930. 
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stances of individual cases but would narrow the present 
fields of uncertainty. 

2. Regional boards or a travelling board, say, of three 
persons be established to receive “Notices of Dissatisfac- 
tion” as described in section 60 of the act, hold hearings and 
rule on the facts set before them. The members of the 
board or boards should be persons skilled in the law and 
in accounts, who are entirely independent of the income tax 
department. They would operate without cost to taxpayers 
and without the taxpayer being required to give security. 
Appeal from rulings of the boards would be to the Ex- 
chequer Court. The satisfactory treatment of tax prob- 
lems by the Board of Referees under The Excess Profits Tax 
Act and the War Contracts Depreciation Board strongly 
recommends the further extension of this principle. 

8. Findings of the regional boards and “Board of Ref- 
erees” under The Excess Profits Tax Act be made public 
without disclosing the names of the parties involved. 

4. The crown’s right to re-open assessments should be 
restricted to a reasonably short period after assessment, 
say two years, except in cases of fraud. 


T. 4 SUPPLEMENTARY STATEMENTS 


The following regulation under the Income War Tax Act 
has been issued by the Department of National Revenue, 


Income Tax Division, under date of 22nd March 1943: 

“Re: Information to be given by Employers to Employees concern- 
ing amounts of tax deducted from salary or wages at source. 

“Whereas subsection 2 of section 92 of the Income 'War Taz Act 
provides that every employer who pays any salary or wages to any 
person in his employ, who is resident or employed in Canada, shall 
deduct or withhold from such salary or wages such amount in respect 
of the taxes payable by such person as may be prescribed by Regula- 
tions; 
“And whereas it is essential that the employee should be advised 
by his employer of the amount so deducted or withheld; 

“And whereas under subsection 2 of section 75 of the said Act the 
Minister may make any regulations deemed necessary for carrying 
the Act into effect; 

“Accordingly, the following Regulations are prescribed: 

“1, The employer shall, on or before the 31st May 1943 and in 
subsequent years on or before the last day of February each year, 
furnish each of his employees with a statement in the prescribed form 
known as Form T. 4 Supplementary showing the salary or wages paid 
to the said employee during the preceding calendar year and the 
amount of tax deducted or withheld in respect thereof. 

“2. On an employee leaving the service of the employer, the em- 
ployer shall, on the request of the employee, furnish such employee with 
a statement showing the amount of salary or wages paid to the said 
employee to the date of the cessation of his employment and the amount 
of tax deducted or withheld in respect thereof.” 
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CALL FOR ACTION 
(Contributed) 


EADERS of The Accountant will have read the strictures 
passed on the accounting profession by The Economist 
on the paucity of information conveyed to shareholders by 
the average annual statement in Great Britain, and may 
have sensed the inadequacy of that journal’s editorial reply. 
There also appeared in The Accountant some time ago a 
series of thought-provoking articles entitled “The Future 
of Auditing,” the last of which was reproduced in THE 
CANADIAN CHARTERED AccouNTANT of April 1942. Although 
the late, respected editor of the latter invited observations 
thereon, none has so far been forthcoming, which may 
' either be due to pressure of business under wartime con- 
ditions, or, possibly, to the state of mental lethargy in which 
the profession now finds itself and to which he referred 
in his last editorial. 

These articles indicate a trend, both in and out of the 

profession, which the latter’s leaders cannot and dare not 
ignore. 
In Canada, the form of balance sheet is, generally, an 
improvement on the conglomerate list of assets and liabili- 
ties which, until recently, characterized the majority of 
British balance sheets. Nevertheless, one observes here 
such monstrosities as “inventories valued at or below cost 
but not in excess of market,” notes to the effect that “the. 
refundable portion of the excess profits tax will be taken 
into account when collected,” and “deferred surplus.” The 
absence of detailed information in the profit and loss ac- 
count is no less conspicuous than in Britain. 


The Auditor’s Dilemma 


Accountants, if they have complained at all, have de- 
clared that their “hands are tied” without making any 
apparent effort to free them. They have taken the view 
that the accounts of companies are governed by the various 
companies’ acts, and that, if the minimum amount of in- 
formation required by statute is supplied, they are power- 
less, in the absence of over-optimistic misrepresentation, 
to compel directors to make fuller disclosure of the affairs 
of the company. How many auditors are there who will not 
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admit that, at some time or another, an awakened conscience 
has been lulled by the soporific effect of that magic word 
“conservatism,” a learned judge having, with exquisite so- 
phistry, held that a statement which errs in this respect is 
true and correct, and that his scruples have been overcome 
by the specious argument that “it is not in the best in- 
terests of the ‘shareholders.’” The fact that, although in 
theory he is elected (sic) by the shareholders, the auditor in 
most cases owes his appointment to the directors, has tended 
to remove that element of independence which is prerequisite 
to the expression of an opinion to shareholders on the state 
of the affairs of their company as disclosed by the balance 
sheet. As to the profit and loss account, accountants with 
obvious relief, affirm that they are not called upon to report 
thereon to the shareholders, and many would strenuously 
oppose such an extension of their “responsibility.” 


If the accounting profession is so moribund as to be 
satisfied to occupy the anomalous position of accepting fees 
for a report, which, even if conscientiously rendered within 
the limits of statutory obligation, amounts to a “rubber 
stamp” endorsement of the information directors consider 
it expedient to supply, then the “future of auditing” is ob- 
scure, and one foresees with foreboding the day when a 
more enlightened generation of shareholders comes to re- 
alize that their “watchdog” is unable to bark; the suspicion 
is already dawning. 


It is unfortunate that the profession lacks that vigorous 
leadership which, instead of awaiting developments, would 
formulate and energetically strive for action on construc- 
tive proposals to the end that shareholders receive adequate 
and uncamouflaged statements of the affairs and, no less 
important, the results of the operations of their companies. 
It is not improbable that routine representations have been 
made periodically to obtain amendment of the companies 
act(s); the gravamen of the charge is that the leaders of 
the profession have not inaugurated a crusade to rectify 
a condition that must sooner or later bring the profession 
into disrepute among those whom it purports to serve. 


Possible Steps 


In order to forestall the well-merited rebuke which, 
unsupplemented, this indictment would deserve, it is sug- 
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gested that the profession should, with the least possible 
delay, advocate: 

(1) The institution of a Dominion Securities and Ex- 
change Commission modified to eliminate the burdensome 
detail which has crept into the U.S. organization. 

Much superficial criticism can, no doubt, be directed 
against that Commission, but it cannot be gainsaid that it 
has been the means of protecting shareholders from the 
over-sanguinity or super-conservatism of their representa- 
tives on the Board. 

The Foreign Exchange Control Board has demonstrated 
that an organization of this nature can operate efficiently 
without becoming bureaucratic. 

(2) Uniform methods of costing and accounting in each 
main type of industry. This subject was referred to in the 
fourth article on the “Future of Auditing,” which, as al- 
ready mentioned, was reproduced in THE CANADIAN CHART- 
ERED ACCOUNTANT of April 1942. 

Any accountant who has conducted investigations ne- 
cessitating examination of the books and accounts of con- 
cerns in the same industry must have marvelled at the 
bewildering variety of methods of establishing the cost 
of the same types of product, and the complete lack of 
uniformity in the classification of accounts. 

(3) Closer relationship with the Income Tax Depart- 
ment.* 

There is no good reason why all questions pertaining to 
taxation should not be dealt with by the department through 
the taxpayer’s accountant, provided mutual respect and 
confidence exist, without the necessity of examination of 
the taxpayer’s books by an inspector, to the advantage of 
both the taxpayer and the department. Standardization 
of accounting systems would facilitate such procedure, al- 
though that has been found to be non-essential in Great 
Britain, and the tendency of the department in recent years 
to engage qualified accountants should, in itself, be a guar- 
antee of successful co-operation. 

There is, of course, nothing original in these proposals, 
and the case for the necessity of awakening to realities by 
the profession can much more capably be formulated than 





*This article was written before the introduction of the T.2 
Questionnaire. 
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is comprehended by this brief memorandum. In this spirit 
of humility the writer leaves to more able members the 
solution of the problem of the attainment of the auditor’s 
complete independence, whereby he, the auditor, may be 
free to follow the dictates of training and conscience with- 
out the barren alternative of resignation; the Commission 
suggested in (1) above might automatically bring this 
about. The profession should forget the dicta of Messrs. 
Justices Blank, Dash, etc., in the Victorian era, and realize 
that what was good enough for the shareholder of yester- 
day is unlikely to satisfy his counterpart of tomorrow. 


CHARTERED ACCOUNTANTS’ CLUB OF OTTAWA 


The Chartered Accountants’ Club of Ottawa held its 
annual banquet on Monday, 15th March, at the Chateau 
Laurier. Something of an attendance record was set for 
an accountants’ gathering in the city when one hundred 
and twenty-three members, students and guests were pres- 
ent to hear the guest speaker of the evening, Mr. Kris A. 
Mapp, F.C.A., Toronto, president of The Dominion Associa- 
tion of Chartered Accountants. Although busily engaged 
in private and government business, Mr. Mapp availed him- 
self of the opportunity to make a special trip to Ottawa to 
address the first annual banquet of the club in his official 
capacity as president of the Dominion Association. 

The speaker was introduced to the gathering by H. G. 
Norman of Montreal, and at the conclusion of his address, 
A. A, Crawley of Ottawa expressed thanks and appreciation 
on behalf of the members present. The proceedings of the 
evening were under the able chairmanship of A. O. Adam- 
son, president of the club. The following members and 
guests were at the head table: G. A. Welch, K. W. Dalglish, 
B. A. Armstrong, C. F. Elliott, K.C., H. G. Norman, K. A. 
Mapp, A. O. Adamson, A. A. Crawley, A. S. Tindale, W. F. 
Chown and R. H. Bounsall. 

A short program of light entertainment was provided. 
R. Pentland contributed two vocal solos, H. A. Black led 
the sing-song and W. J. Lashmar provided the piano ac- 
companiment. R. Wright was well received in a novel 


variety act. 
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“USE AND OCCUPANCY” AND “PROFITS” 
INSURANCE 


By S. E. Parker, Chartered Accountant, 
Toronto 


SE loss insurance as represented by “Use 
and Occupancy” and “Profits” coverage is not, perhaps, 
as well understood as the more usual insurances which 
cover material assets. While the accountant who checks 
and reports on his clients’ insurance policies must read the 
particular wording on the consequential insurance contracts, 
nevertheless certain broad generalities apply and it will be 
found that policies will fall into one of two types, either 
“Use and Occupancy” or “Profits.” 

Some features are common to both types of insurance. 
Among these are: (a) Insurable value; (b) nature of cover- 
age, consisting of net profits, necessarily continuing charges, 
and expense to reduce loss; (c) loss period not limited by 
expiration of the policy. 

There is, however, a marked dissimilarity as to method 
of computing insurer’s liability, period of indemnity, and 
amount of loss payable. Use and Occupancy insurance pol- 


icies normally contain at least the following conditions in 
the wording: 


The insurers are liable for the actual loss sustained (no formula 
being given as to the method of computation). 

The period of indemnity begins at the time of the fire and is 
limited to the rehabilitation period. This period is the reasonable 
time that with due diligence and despatch the rehabilitation could have 
been carried out. This is not necessarily the time that the assured 
actually takes for this purpose. 

The insurers are not liable for any loss from damage to or destruc- 
tion of finished stock. 

There is a “Limitation of Liability” clause or clauses which may 
appear as an ordinary “Co-insurance” clause, or in many of the word- 
ings under the captions “Total Suspension Clause” and “Partial Sus- 
pension Clause.” 


Use and Occupancy Insurance 


In a manufacturing plant Use and Occupancy insurance 
covers production of merchandise. If through fire—or 
other hazard mentioned in the policy—production is stopped 
or slowed down for a time, the revenue on the merchandise 
prevented from being manufactured is lost. In addition, 
certain overhead expenses that would otherwise have been 
absorbed will continue. The assured’s loss will therefore 
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consist of the relative net profit and unabsorbed expenses 
on production prevented. It may also include loss of profits 
on finished goods damaged or destroyed but this latter item 
is specifically excluded in this type of insurance. 

Use and Occupancy insurance would therefore seem to 
be particularly applicable to a business working to capacity 
with a market for all production and where the finished 
merchandise produced is either shipped from the plant when 
made or is insured at selling value. 

As an example, a paper plant producing a fixed daily 
tonnage of newsprint which is shipped daily. Any loss re- 
sulting in the prevention of the production of such tonnage 
could be easily calculated and when production was resumed 
the loss would promptly cease. 

On the other hand, a somewhat controversial question 
arises in the case where a plant is working only part time 
and the undamaged finished stock on hand is sufficient to 
fill all orders until after the rehabilitation period. It is 
assumed that the physical merchandise is covered by fire 
insurance. In such a case there may be very little or no 
loss under a Use and Occupancy policy, although sometimes 
it seems impossible so to convince the assured. The fire 
insurance will pay for the physical damage which includes 
the costs of material plus overhead. Overhead, in turn, 
includes some continuing charges. No sales have been lost 
so there can be no loss of profits. In other words where 
there is ample stock and the plant is not engaged on definite 
orders but merely adding to what may be too large a stock 
in the first place and which stock might as a last resort 
have to be sold at a sacrifice price in order to dispose of it, 
there is a possibility that a fire can occur without a result- 
ant and consequential loss. 

There are many different forms of Use and Occupancy 
policies designed to cover varying manufacturing, mercan- 
tile, fluctuating and seasonal businesses. Reading these dif- 
ferent wordings might prove to be both instructive and 
interesting. 

Profits Insurance 

When turning to Profits insurance we find there an en- 
tirely different underlying idea. No longer are we primarily 
concerned with “Production” nor time of rehabilitation. 
Profits insurance is concerned with turnover and any re- 
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duction thereof caused by the fire. Turnover can be defined 
as “the money paid or payable to the insured on account 
of goods sold and delivered from or on account of charges 
for work done in the premises and other premises utilized 
by the assured after the fire for the purpose of continuing 
the business during the period of indemnity.” 

The definition of “Period of Indemnity” is “the period 
after any fire during which the business is interrupted or 
interfered with by the fire but not exceeding* twelve con- 
secutive calendar months from the date of such fire.” 

Further, the policy contains, in rather involved phrases, 
a formula by which the insurer’s liability must be com- 
puted and this formula also acts as a “Limitation of Li- 
ability” clause (co-insurance clause). 

To revert to the basis on which Profits insurance is 
founded, it would appear to be the underlying assumption 
that each dollar of turnover bears an equal average per- 
centage of “profits plus necessarily continuing charges” 
these latter termed in this coverage “Specified Fixed 
Charges.” This percentage can be known to the assured 
for past periods or estimated for the future. If for in- 
stance: 

Turnover (for year) $1,000,000 
Profits (for year) $150,000 
Specified fixed charges ... 200,000 


Then insurable amount is 35% of turnover or $350,000 


Should conditions remain as above and insurance be 
$350,000 then the insurers say, in effect, payment will be 
made in case of loss of 35% of reduction of sales due to 
the fire. So, if reduction in turnover is $100,000 then 35% 
or $35,000 will be paid as loss and this should, in fact, be 
the actual loss. 

Humanity, however, is frail and the assured may not 
have carried sufficient insurance. In such a case the “As- 
certained Percentage Clause” always appearing in a Profits 
policy acts as a sad corrective. 

This clause is so worded that the insurers are liable only 
for the lesser of two percentages (unless the amount of 


*Any period may be arranged of twelve months or less. 
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insurance is exactly correct in which case the percentages 
coincide). 

For the purposes of illustration these two factors will 
be shown first as fractions. The lesser of these is the one 
with which to compute the insurers’ liability. 


Ins 
(a) Tapmance (say) Son or 35% (of reduction in 
turnover). 
(b) Profits plus 

Specified fixed 


ees 500,000 or 25% (or reduction in turnover). 

In this case, due to deficiency of insurance only 25% of 
any reduction of turnover due to the fire could be claimed 
although the assured has lost 35%. 

As the basis of this type of insurance is reduction in 
turnover, if “Finished Goods” are damaged and destroyed 
and the turnover is reduced thereby the profits thereon 
are automatically covered. Further, as the period of in- 
demnity is not limited to the rehabilitation period, a minor 
fire, the damage from which could be repaired in a short 
time, might cause the loss of an entire season’s sales and 
perhaps a continuing loss of customers who have had to 
make new merchandising connections. As both these fac- 
tors would affect turnover for possibly the whole period 
of indemnity—say for a year after the fire—such loss would 
be covered by Profits insurance. 

Profits insurance is broader in scope than Use and Oc- 
cupancy insurance. The premium is higher. Theoretically, 
when properly written for an adequate amount it should 
indemnify the assured in full in case of loss. This, how- 
ever, may not be quite true although, as a rule, the settle- 
ment made is satisfactory to the assured. 

One reason for not collecting a loss in full may be the 
“insurable amount” (which is the same for Use and Oc- 
cupancy insurance). If for instance a business earned 
in eight months $150,000 and in the remaining four months 
lost $50,000 the annual net profits would be $100,000 which 
is the insurable amount. A loss starting on the first day 
of the eight-month remunerative period and persisting for 
exactly the eight months could cost the assured $150,000 
but the insurance would be only $100,000. Similarly, any 
business operating departmentally and showing varying 
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percentages of departmental profit should be insured de- 
partmentally. Facts of this nature should always be dis- 
cussed with the insurance broker to obviate unsatisfactory 
adjustments. In other words it is not a fact that each 
dollar of turnover at any season of the year will show 
the same average percentage of profit. The policy however 
seems to be based on this assumption, 

This type of insurance is particularly applicable in those 
cases in which a fire might cause loss of contracts or a 
season’s business (such as Easter millinery) and in any 
case where the turnover might be adversely affected after 
the period of rehabilitation has ended. 


Common Factors in Both Types 


In factors that are common to both types of insurance 
“Net Profit” should not be hard for an accountant to de- 
fine. But it should be remembered that continuing income, 
such as interest on investments, should be excluded both 
from insurable value and from any claim made under the 
policy. 

Necessarily continuing charges (specified fixed charges) 
require a little more study. It seems to be a failing when 
considering the amount at which these items should be 
msured to contemplate only a total loss and this often re- 
sults in under-insurance. The majority of losses are of a 
minor character, some lasting for only an hour or so, and 
often the chief loss is smoke or water damage. Expenses 
may continue in such a case that would cease in a total 
loss. Continuing expenses are those of course pertinent 
to the particular business insured, but a very general guide, 
by no means comprehensive, might be as follows: 

Salaries of officers, executives and keymen. 

Contract advertising. 

Audit fees and other contractual. professional services. 

Directors’ fees. 

Insurance (exclude premium on Profits or Use and Occupancy 

insurance). 

Donations (where budgetted). 

Association fees. 

Depreciation. 

Delivery expense. 

Rent. 

Heat, light and power. 

Taxes—municipal, capital, filing fees. 

Interest on borrowed money. 


Bonus and commission (if a minimum is guaranteed or salesmen 
are retained after the fire). 
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As a rule the following are not insurable: 


Bad debts (on the ground that there can be no bad debts on sales 

not made). 

Collection expense. 

Office supplies, postage, telephone and telegraph. 

Income and excess profits taxes should not be deducted 
in determining insurable amount. The intention is to place 
the assured, as closely as possible, in the same position as if 
no fire had occurred. In that position he would have to pay 
that class of tax and still should have to do so. 

A still further coverage given by both classes of insur- 
ance is for “Expense to Reduce Loss.” This is contingent 
upon the actual circumstances after the fire. It might con- 
sist of the rental of other plants, of longer hours of work 
resulting in overtime pay to produce the required merchan- 
dise, the purchase of merchandise at an enhanced price to 
send to customers in order to retain their goodwill. If such 
expense reduces the loss that the insurers would otherwise 
have to pay, it is a legitimate claim. If, however, the ex- 
pense incurred was greater than the benefit derived by the 
insurers, then only a portion of such expense would be re- 
coverable. Similarly, if an excess of sales over normal 
was created by such expense, then the claim would be 
proportionately reduced. 

Insurable value is the sum of the annual net profits past 
or prospective (depending on the wording of the policy) 
plus the estimated value of necessarily continuing charges. 

Provision is made in both Profits and Use and Occupancy 
policies to insure, as a separate item, ordinary payroll for 
a short period, usually ninety days. 


QUEBEC SOCIETY PRESIDENT’S ADDRESS 


Address by Alfred Smibert, President, at Annual Dinner 
of The Society of Chartered Accountants of The 
Province of Quebec, on 18th March 1943 


Or’ an occasion such as this it is customary for the 
president on behalf of council to offer a few words of 
advice and welcome. Because of the length of our pro- 
gramme we shall unfortunately have to cut our remarks 
very short, but had time permitted we would have addressed 
you at considerable length, for this is an important moment 
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in your life and the only real chance we get to tell you of 
some of the things that will be expected of you and of 
course some of the things we do not expect. 

I wonder how many of you realize that the profession 
you have chosen is over four thousand five hundred years 
old. You have heard of the Scribes and Pharisees. The 
career of “scribe” in ancient Egypt was as exacting in its 
requirements as it was honourable and profitable in its re- 
wards. A young man fortunate enough to have passed 
through the great school of scribes at Memphis, or later 
at Thebes, was expected not only to be able to read, write 
and draw with a skill approaching perfection, but also to 
have a thorough knowledge of the language, literature and 
history of his country. Furthermore he had to be well 
versed in mathematics, bookkeeping, law, management of 
personnel and general administrative procedure. Once a 
man had qualified as a scribe, he automatically became a 
member of the educated official class. This status—will the 
junior students please note—-exempted him from menial 
labour of any sort and he could rise through a series of 
recognized stages to the very highest offices in the land. 
Now here is something that should be most interesting 
not only to you but to all our members and I do hope our 
inspector of income tax is listening with both ears, for 
believe it or not the volume in which I read all of these 
words went on to say “For him (that is the scribe) there 
are no taxes, for he payeth tribute in writing”. 

As the result of hard and intensive study you have at 
last succeeded in your first objective. Some of you no 
doubt, as well as those who were not so successful, may 
have thought our standards are extremely high but as our 
good friend Mr. Fred Hurst, the president of the Ontario 
Institute, said two weeks ago in Toronto, when he presented 
diplomas to the successful candidates at their sixtieth an- 
nual banquet, the standards demanded by the business 
world of today are also very high. High standards call for 
the finest type and quality of professional work, together 
with the highest degree of integrity. We emphasize “in- 
tegrity” because our very civilization is founded upon it 
and to you as professional men is issued the challenge to 
set the example. 

Now this means you must never permit your name to 
be attached to any statement on which you are not pre- 
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pared to stake your professional reputation. It is not only 
your own reputation you must think of but also that of 
the profession to which you have just been admitted. This 
Society cannot be any better than its individual members 
and we lay special emphasis on this. 

Keep in touch with your professional colleagues, do not 
hesitate to seek their opinions and advice and try to benefit 
by their experience. 

You know without our telling you that the demand for 
chartered accountants today far exceeds the supply and is 
likely to do so for many years to come. It is possible some 
of you may leave the profession to assist in industry; if 
you do, try to retain the principles upon which your pro- 
fession is founded. This land of ours is relatively young, 
and with the business opportunities which will undoubtedly 
present themselves you will be called upon as professional 
men to lend your aid in the development of your country. 

With the certificate of membership which we have just 
presented to you, you will find a copy of our rules of pro- 
fessional conduct which we insist that you read. Read 
them not once, but periodically, for they set forth certain 
principles you must rigidly observe. Uphold the honour and 
integrity of your Society and take an interest in it. 

In conclusion, we should just like to add, there is an- 
other diploma which we would like you to have—one that 
is also very essential—and that is “character”. Horace 
Greeley who at one time was the leading editor of the 
New York Tribune, now the New York Herald Tribune, said 
in these very expressive words—and I quote: 

“Fame is a vapour, popularity an accident. 
Riches take wings, those who cheer today 
will curse tomorrow. 
Only one thing endures—character.” 


These weighty words bid all remember that life’s one 
task is the making of manhood. 
Our world is a college, events are teachers, 
Happiness is the graduating point, 
Character is the diploma God gives to man. 
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GLIMPSES OF CURRENT ACCOUNTING LITERATURE 


A Summary Prepared by John Douglas Campbell, 
Chartered Accountant 


BULLETINS 
Cost Accounting 


Volume XXIV, No. 13, lst March 1948, issued by the 
National Association of Cost Accountants (385 Madison 
Avenue, New York) discusses the current topic of contract 
termination in the first article and covers in its second 
article a review of the pertinent new provisions which have 
been incorporated in the 1942 Revenue Act (U.S.). 

Contract Termination—Alexander B. Hawes in an ar- 
ticle “Issues and Policies of Contract Termination” presents 
certain of the major problems which have been met by the 
War Production Board at Washington in the field of war 
contract termination, setting out some of the solutions 
which have been advanced covering the problems met. 

Although the conversion of wartime industry to peace- 
time work cannot be assured by the termination agree- 
ment it may be greatly facilitated. The major discussions 
presented on the termination agreement revolve around the 
determination of a satisfactory basis as to what allowance 
is to be made for profit on the uncompleted division of 
contracts, the nature of the interim financing which must 
be provided, and the treatment to be accorded subcontrac- 
tors in the case where the prime contractor’s contract is 
terminated. 

In discussing the question of a basis of compensation 
for contractors with uncompleted contracts, both progress 
or degree of completion of work and a fixed percentage over 
costs incurred to date of cancellation are set out. The use 
of the profit allowance on cost must of course be adjusted 
for varying circumstances. “Whichever rate or combina- 
tion of rates is applied to costs . . . for the purpose of 
calculating the allowance for profit certain costs already 
mentioned should, in fairness to the government be ex- 
cluded . .. Thus there might be excluded the purchase price 
of materials unworked or unprocessed by the contractor.” 

In closing it is suggested that a satisfactory method of 
administration of the “termination agreement” would be 
to have it embodied in regulations issued by an administra- 
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tive agency to be made applicable to all contracts. It is 
felt that such procedure is not only more flexible than legis- 
lation but it also takes “the problem out of the field of 
individual negotiation”. 

1942 Revenue Act (U.S.)—Frederick L. Pearce in an 
article “The 1942 Revenue Act” presents a general overall 
review of the more important amendments incorporated in 
the Internal Revenue Code by this legislation as affecting 
both individuals and corporations. 


The reference made to the “Victory Tax” is interesting 
in that it coincides in part with the provisions made in the 
Canadian Income War Tax Act amendments of 1942 and 1943 
covering the “savings portion”. “Thus we have in this new 
victory tax a wholly novel method of taxation which repre- 
sents in part a form of enforced loan to be returned after 
the war, and in part an incentive for the purchase of bonds.” 


Wage and Salary Stabilization—Volume XXIV, No. 14, 
15th March 1943, presents an article on “Wage and Salary 
Stabilization” in which a brief outline is presented of the 
statutes and regulations (U.S.) dealing with this particular 
subject. 

Proration Bases—Volume XXIV, No. 15, Section III, 1st 
April 1943, presents the first of a series of three research 
reports. The topic considered is “Practice in Accounting 
for Continuing Expenditures Arising from Wartime Pro- 
duction”. 

Twelve types of expenditures were included in the sur- 
vey. Each expenditure was considered from the standpoint 
of whether or not it was in the nature of a war or non- 
war contract expenditure, and whether in proration it was 
applied as a direct charge, as part of overhead, or otherwise. 


From the sample of companies examined it was ascer- 
tained that, although many of the companies are producing 
products which are entirely new to them, the new products 
were being produced on the same type of equipment as that 
used during the pre-war period. No change has been in- 
volved in the majority of cases in the cost accounting meth- 
ods used, and in those cases where changes have been put 
into effect the change was in the nature of an addition of 
another method to that previously in use rather than a 
substitution. 
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The first three problems deal with the item of overtime 
premiums paid to labour. The study revealed that although 
variances did exist, the majority of the companies either 
through weighted direct or overhead costs spread the addi- 
tional costs over the production for a whole period rather 
than weight the work done in the overtime period with the 
premium. 

Among the other costs considered are costs of employee 
training, added costs of plant police and police guards, 
special costs re government information, costs of rejects 
and reworks, credits for recovery of natural scrap or waste, 
inventory shrinkages, cost of tie-ups re material shortages 
and retroactive wage increases. 

In all cases the accepted treatment appears to be the 
charging of such costs either as a direct charge or as part 
of factory overhead or burden. 

Where the added costs could be directly attached to the 
war contract the cost was allocated to the war contract. 
Where this condition did not exist, and the company was 
also working on non-war contracts, it was customary to 
spread the costs discussed over the contracts as a whole 
either on a similar basis to overhead or an alternative basis. 


ARTICLES 
(1) Cost 


Maurice E. Peloubet in an article “Observations on Cost” 
published in the January 1943 issue of The Accounting 
Review (School of Business Administration, University of 
Michigan, Ann Arbor, Michigan) presents the concept of 
cost against the background of the war economy in which 
“price is determined by cost rather than competition” and 
“the nature of the elements of cost rather than the amount 
becomes the principal concern of the manufacturer or of 
the producer”’. 

In discussing the gap which exists between the govern- 
ment concept of cost and the commercial concept, stress is 
placed on the different circumstances governing. The force 
of free or restricted competition which governs the com- 
mercial concept, in that the propriety of expenditures is 
“governed by the judgment of those responsible for them 
checked by the possibility of dismissal if too many errors 
were made and encouraged by hopes of promotion and re- 
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ward for good work and decreased costs” is not present 
under the government concept where the demand is limited 
to a single purchaser. 

The government’s process of determination of cost is 
one which attempts to set a fair or “just” price for the 
product produced, which price consists of allowable costs 
plus a reasonable profit. In satisfying these factors an im- 
portant method is comparison and the only basis for com- 
parison is good cost records kept on an adequate system. 

The future does not appear to hold prospects of other 
than an economy where the government is to take the sig- 
nificant role of “buyer”. As long as this remains so, cost 
will probably be one of the most important weapons with 
which business will have to fight for its post-war survival. 

In closing the following suggestion is offered “The only 
way to attack harmless theories is with demonstrable 
truths. And the only way the businessman can do this is 
by means of accurate costs, the results of the application 
of a sound cost system.” 


(2) Current Accounting Problems 


The February 1943 issue of The New York Certified Public 
Accountant (15 East 41st Street, New York City) presents 
an article “Answers to Questions Presented by the New 
York Chapter of the Robert Morris Associates” which gives 
a concise summary of certain accounting problems which 
have been in the field of discussion recently. 

Among the problems discussed are: Whether con- 
solidated or individual statements are the proper basis for 
determining income available for dividends; the relation- 
ship of the “Lifo” basis of inventory valuation to the tax 
question; the general nature of the information which 
should be presented by the accountant in his report which 
is to be used by the credit grantor; should a corporation 
entitled to a post-war tax credit record this on its operat- 
ing statement as current earnings or should it be treated 
as deferred income; should accountants’ reports include 
data on purchase and sales commitments and contracts sub- 
ject to renegotiation ? 


(3) Depreciation 


The 2nd January 1943 issue of The Economist (London) 
carries an article “Depreciation Allowances” in which the 
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problem of depreciation is discussed from the standpoint 
of the Inland Revenue Department of Great Britain. 

A survey of the article not only provides numerous 
contact points with the same problems which are met by 
the Canadian Department of National Revenue, but also 
outlines variances at least in some of the more fundamental 
aspects. 

The administrative feature of the English system on 
this problem is noteworthy as outlined in the article “More- 
over, any body of persons representing an industry may 
appeal to the Board of Referees. In actual fact, the ma- 
jority of organized industries, through their trade associa- 
tions have negotiated ‘agreed normal rates’ of depreciation 
with the Inland Revenue. These rates are automatically 
applied to all members of the industry whether they sub- 
scribe to the association or not.” 

Although the principles of British taxation are to dis- 
regard capital profits and losses in dealing with equipment, 
over or under depreciation over the life of the machine is 
not considered as a capital profit or loss but is taken into 
consideration in the determination of the taxable income. 

An interesting feature raised is. the apparent variance in 
rates which are distinctly below the effective Canadian 
equivalent rates. This is particularly so when considera- 
tion is given in that “with the exception of shipping and 
tramways, they are based, not on the original cost of the 
equipment, but on its original value, less the sum total of 
the allowances already granted, that is to say, on its 
written-down value”. The nature of the special deprecia- 
tion which is being granted to industry in the British war 
economy is disclosed. 

“In theory depreciation allowances are meant to be 
equivalent to the reduction in the original value (the pur- 
chase price) of machinery caused by wear and tear. In 
practice they are determined by bargaining between the 
taxpayer and the Inland Revenue.” 

(4) Priorities 

George N. Farrand in an article “The Controlled Materi- 
als Plan” published in the March 1943 issue of The Journal 
of Accountancy (13 East 41st Street, New York) sets out 
the present status of the problem of priorities in the United 
States. 
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This article coincides closely with the article presented 
by Henry C. Chapman in Cost Accounting Bulletin No. 10, 
Volume XXIV, 15th January 1943, issued by The National 
Association of Cost Accountants which bulletin was re- 
viewed in the March 1943 issue of THE CANADIAN CHARTERED 
ACCOUNTANT. 

The method of operation under this W.P.B. plan, its 
reporting requirements and accounting significance are 
analyzed in some detail for the guidance of public account- 
ants and others who may come in contact with the plan, 
which becomes effective during the second quarter of 1943. 


(5) Utility Depreciation 


Carl T. Devine in an article “Depreciation Accounting 
in Utilities” published in the January 1948 issue of The 
Accounting Review sets out a discussion of both the retire- 
ment and traditional depreciation procedures viewed from 
the standpoint of the consumer and the owner. 

Acting as a suitable background for the discussion the 
general nature of depreciation is outlined “the allocation of 
a sunk cost to the operations of the various periods receiv- 
ing benefits from the facilities whose acquisition make the 
cost necessarily desirable”. Special stress is also placed 
on the accumulation of funds arising from unexpended de- 
preciation, which funds may be used to expand rather than 
maintain a company’s productive capacity. These circum- 
stances apply specifically to the public utility. 

In considering the application of the retirement proce- 
dure where the period of operation is charged with the re- 
tirement when the retirement takes place, the use of the 
distribution or retirement reserve is outlined. This re- 
serve procedure not only enables the earlier periods to be 
burdened in part and a reserve accumulated sufficient to 
smooth the charges of heavy later replacements, but also in 
part guarantees that funds will be available to finance the 
replacement when it should be made. 

One of the fundamental problems of the public utility is 
the determination of the rate base. It is through the rate 
base that the effect upon the consumer of the respective 
use of traditional depreciation and retirement procedures, 
or a change from one basis to the other, is weighted. 

As periodic accounting for income including the periodic 
provision for depreciation may result in losses in the earlier 
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periods or until such time as the demand for the services 
of the utility has reached a point where costs including 
depreciation are met, which losses may not be recovered 
in subsequent rates charged the consumer, then from the 
owner’s standpoint the retirement procedure under which 
this situation is not likely to develop, may be considered 
preferable. This is based on the assumption that such 
losses will not be allowed to be capitalized by the commis- 
sion and subsequently included in the determination of 
subsequent rate bases. 

In conclusion it is pointed out that although the tra- 
ditional depreciation procedure may be in accordance with 
“good accounting” the curious shifts in “consumer charges 
over time which straight line and related depreciation meth- 
_ ods bring about may be a high price to pay for the preser- 
vation of tradition’. 

(6) Unemployment 

The Economist of 2nd January 1943 presents a recapitu- 
‘lation of a discussion previously presented in The Economist 
as to ways and means of securing full employment. 

In summary the articles suggest that as the cyclical 
depression and the attendant unemployment problem are 
closely related to the corresponding fluctuations in the capi- 
tal goods industry, that the remedy for the unemployment 
“bogey” will be for the state to exercise a certain degree 
of control over the capital goods industry in such a way 
as to prevent any wide fluctuations. This, it is suggested, 
might be accomplished through the exercise of such direct 
controls as the assumption by the state of the risk factor 
and through possible taxation adjustments. 


TABLE OF EXCHANGE RATES 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
81st March 15th April 
1943 1943 
U.S. Dollars 10-11% P. 10-11% P. 
Sterling 443-447 
Australian Pounds 358% 
New Zealand Pounds 360 
South African Pounds 443 
British West Indies—Dollars 9270 
India—Rupees 3356 
Hong Kong—Dollars (Custodian rate) 2781 2781 
Straits Settlements—Dollars (Custodian rate) 5226 5226 
Sweden—Kronor 2635 2635 
Switzerland—Francs 2569 2569 
Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 
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EXCESS PROFITS TAX INVENTORY RESERVE 


By Professor C. B. Wade, Chartered Accountant, 
Kingston, Ontario 

Editor’s Note: Discussion of the points raised by Professor Wade 
is invited by THE CANADIAN CHARTERED ACCOUNTANT. 
N examination of several hundred financial statements 
of Canadian public companies reveals that the great 
majority treat the provision for the excess profits tax in- 
ventory reserve as a loss of the income period in which it 
is set up, i.e., it is included in the computation of “Net 
profit for the year”. Only a few companies enter the pro- 
vision on earned surplus thus recognizing (impliedly) that 
earned profits are being appropriated for losses that will 
probably be incurred in the future. 

The implications of the method of the majority of com- 
panies for the accountants’ technique of measuring per- 
iodic income, are far reaching. 

If the profession recognizes the inventory reserve pro- 
vision as measuring a measurable loss incurred during the 
year in which it is booked there is established a fundamental 
departure from hitherto generally accepted accounting 
norms. Hitherto, in practice and theory, losses have been 
recorded as incurred when objectively established, clearly 
identifiable and measurable events (price movements, con- 
tracts entered into, economic happenings, etc.) have taken 
place. It has been properly recognized that the impact on 
income (say in the shape of a loss) of such events should be 
recorded during the income period in which the events 
occurred irrespective of whether the loss is realized (in the 
form of a loss of cash assets) in that period or in some later 
period. This is reflected in the distinction between a loss 
incurred and its realization. 

Now if excess profits tax inventory reserves are losses 
of the war years, it follows either that established identi- 
fiable and measurable events have already resulted in losses 
which will shortly be realized in cash or that a change in 
the accounting technique of measuring income has occurred 
and that now the profession attempts to record the impact 
on income of present events that at some future time may 
lead to (cause) measurable identifiable events by virtue of 
which losses will be incurred and later realized. 

In other words has the accountant decided to select 
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events from that infinite series that gives rise to realized 
losses (and income and costs) that are one stage prior to, 
or are the immediate cause of, the concrete happenings that 
signal the incurrence of a loss? 

Apparently something like this has happened, for Mr. 
Frank S. Capon! in writing of excess profits tax inventory 
reserves holds that the inventory loss is “incurred when 
the materials on which the loss is realized were originally 
purchased”. 

Thus Mr. Capon, instead of recognizing an incurred loss 
on inventory during the income period in which prices de- 
cline, selects a prior event, viz., the purchase of the inven- 
tory as having already (i.e., before the price decline) re- 
sulted in loss. This position of course and so far as excess 
‘ profits tax reserves are concerned, must be predicated upon 
the supposition that the economic happenings of today will 
be responsible for the price declines of tomorrow. And 
this cannot be denied. 

But how far back in the series of income events (each 
of which is an effect and then a cause), will the accountant 
go? Why should not inventory reserves have been booked 
as losses incurred during the “Munich period’’ when so 
many were certain that our appeasement policy would lead 
to war and thus eventually to post-war price declines? Or 
why not have started with the Treaty of Versailles? Mr. 
Capon says in effect, go no further back than the purchase 
of the inventory. Why? 

This facetiousness has a purpose, which is to ies out 
the truism that a measurement of income cannot reflect 
current events whose impact on income is presently im- 
measurable. It is submitted that post-war losses arising 
from a decline in the price of inventories on hand at the 
end of the war, are not measurable with any reasonable 
degree of accuracy and therefore the calculation of current 
income should not include excess profits tax reserves. It is 
suggested that this conclusion is strengthened by the fact 
that excess profits tax reserves do not purport to be es- 
timates of future losses but merely a taxation device for 
making some provision for losses (amounts unknown) which 
it is reasonably certain will be incurred. 


1The Canadian Chartered Accountant. Inventory reserves and ex- 
cess profits tax, December 1942. 
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BOOK REVIEW 


Wartime Emergency Orders and Administrative Tribunals. 
(Published by The Carswell Company, Toronto, for The Law 
Society of Upper Canada. Cloth, 270 pages. $5.75). 

Lawyers, even more than accountants, are faced with 
the necessity of dealing with administrative tribunals and 
their officials in whom have been vested wide discretionary 
powers. Because we have some acquaintance with these 
tribunals and their officials we have considerable sympathy 
for our legal friends who must spend day after day advising 
clients as to the right course to pursue in this wartime 
world of business in which so many of the old familiar road 
signs have been removed. 

In January and February 1943 The Law Society of Up- 
per Canada arranged for its members a series of lectures 
by the chief executive officers of various boards and divi- 
sions of government departments so that the members 
might get, first hand, the background of various wartime 
orders and the viewpoint of those charged with their ad- 
ministration. For the benefit of the members of the On- 
tario Bar outside of Toronto and as a service to the public, 
these lectures and the discussion which followed have been 
published in the above mentioned volume. 

The first five lectures in the series were on the subject 
of the Rental Control Order and were given by Mr. Wishart 
F. Spence, regional rentals officer in Toronto and His 
Honour Judge T. H. Barton, administrator of rental appeals. 
These lectures review the problems of rental control and 
also the procedures to be followed in making appeals and 
obtaining authority for changes in rents. Obviously this is 
a subject of particular interest to lawyers and of very much 
lesser interest to chartered accountants. 

Lectures on the Wartime Salaries Order by The Honour- 
able Mr. Justice J. D. Hyndman and on the Wartime Wages 
Control Order by Mr. J. C. Adams, K.C., however, will be 
of particular interest to chartered accountants as a breach 
of these orders may seriously affect the taxable income of 
their clients. Mr. Justice Hyndman is Chairman of the 
Wartime Salaries Advisory Committee at Ottawa and in 
fifteen pages covers very thoroughly the field of the War- 
time Salaries Order. This is the first published statement 
since P.C. 1549 was issued on 27th February 1942 and pro- 
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vides a very useful background for any person who has 
occasion to consider the requirements of the order and the 
procedure by which, under certain conditions, increases may 
be granted. 

The lecture on the Wartime Wages Order was delivered 
by Mr. J. C. Adams, K.C., who, at that time, was Chief 
Executive Officer of the Regional War Labour Board of On- 
tario. Mr. Adams reviews the order and discusses the 
problems which the War Labour Board has to meet. In 
more than one case he indicates what the ruling of the On- 
tario Board has been on a debatable problem which has not 
been covered by the order itself or by the rulings set forth 
in the three bulletins issued by the National War Labour 
Board. 

Foreign Exchange Control is reviewed by Mr. H. B. L. 
Jones of the legal staff of the Foreign Exchange Control 
Board who neatly summarizes the necessity for imposing 
foreign exchange control and the provisions of the Foreign 
Exchange Control Order and Regulations. 

Taxation is not neglected and there are six important 
lectures in this field. The first, by The Honourable Mr. 
Justice W. H. Harrison, Chairman of the Board of Referees 
under the Excess Profits Tax Act, deals with the workings 
of that board. On a previous occasion Mr. Justice Harrison 
reported on the work of the Board of Referees before a 
meeting of the Ontario Bar, and this address, which was 
reprinted in the May 1942 issue of THE CANADIAN CHARTERED 
ACCOUNTANT, has proved to be a useful work to members of 
our profession. The present address supplements this pre- 
vious one and incorporates comments on the amendments 
which have since been made to the act. Probably in no 
other place has there been any clear description of the 
underlying principles which the board follows in determin- 
ing the standard profit which will be granted under section 
5(3) in the case of a company whose capital was unduly 
low. Anyone who must prepare an application for submis- 
sion to the Board of Referees (and this will include most 
practising accountants) will be well advised to have read 
Mr. Harrison’s remarks before doing so. 

The work of the War Contracts Depreciation Board is 
covered in two lectures given by Mr. Justice McTague, chair- 
man of the board, and Mr. F. H. Black, F.C.A., a member 
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of the board. Mr. Black is the only chartered accountant 
that managed to break in to this distinguished gathering 
and he sets forth very capably the requirements to be met 
in making submissions to the board and why the board asks 
for the information requested. Mr. McTague’s lecture is 
more of a general introduction to the problems which the 
board must face and indicates the board’s view as to the 
period of write off and the meaning of the term “post-war 
value”. Both lectures will be invaluable to those members 
who are assisting in preparing applications before the 
board. 

The Income War Tax Act is surveyed in three important 
lectures by Mr. Fraser Elliott, the commissioner, Mr. H. H. 
Stikeman, counsel and executive assistant to the Income 
Tax Division and Mr. T. W. Bullock, chief assessor. The 
commissioner’s address deals with the Canadian act by 
comparison with similar legislation in the United States 
and England. Mr. Stikeman deals with three problems un- 
der the Canadian act: (1) Who is subject to income tax; 
(2) what is income; and (3) what are the underlying prin- 
ciples governing deductions and exemptions to be taken 
into consideration in determining the incidence of the tax. 
The address is well documented with legal references and 
provides authoritative answers to the questions which are 
posed. The discussion following the lecture covers such 
matters as, whether a non-resident taking orders in Canada 
becomes liable to Canadian tax, the Pioneer Laundry case— 
and the taxation of annuities payable out of estates. The 
lecture should prove equally as interesting to chartered ac- 
countants as it will to lawyers. 

Mr. Bullock has covered the actual workings of the in- 
come tax department explaining the forms which must be 
filed and the matters which must be considered before an 
assessment can be made, including inventories, depreciation 
and reserves. He also deals with the administration of the 
Excess Profits Tax Act and inventory reserves granted 
thereunder. 

The series closed with two lectures relating to the War- 
time Price Control Orders, and lectures on the Order Re- 
specting Commencement, Acquisition and Expansion of 
Businesses and the Wartime Construction Control Order, 
the speakers being respectively Mr. Ian M. MacKeigan, en- 
forcement division and Mr. R. M. Fowler, legal adviser (now 
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secretary) of the Wartime Prices and Trade Board and Mr. 
Walter T. Patterson, solicitor of the Wartime Industries 
Control Board. 

Without exception, these lectures provide a helpful and 
authoritative study of the orders or acts being considered. 
The Law Society of Upper Canada is to be congratulated on 
having been able to get such authoritative speakers and de- 
serves the very sincere thanks of the public for having made 
this information available to them. Probably more than 
any other group, chartered accountants in practice will 
find the volume of inestimable value but many executives 
of business organizations will also find that the time spent 
in studying these lectures will be amply repaid by their 
better understanding of the orders and of the viewpoint of 
the officers who are administering them. 


J. R. WILSON. 


PERSONAL 
Messrs. Rutherford Williamson & Company, chartered 


accountants, Toronto, announce that Mr. Richard James 
Middleton, chartered accountant, has been admitted to part- 
nership. 


OBITUARY 
The Late Henry Aitken 


The Society of Chartered Accountants of the Province 
of Quebec records with deep regret the death of Henry 
Aitken at St. Agathe des Monts on 14th March 1943. 

The late Mr. Aitken was admitted a member of the So- 
ciety in December 1925 after passing the final examination, 
having passed the primary and intermediate examinations 
of the Institute of Accountants and Actuaries in Glasgow, 
prior to coming to Canada. From 1912 until his death he 
was associated with the firm of Wilson, Birnie & Seymour. 

To his widow and family the members extend their 
sincere sympathy. 


May 1943. 
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PROVINCIAL NEWS 
QUEBEC 


The annual dinner and reception to new members of 
the Quebec Society was held at the Mount Royal Hotel, 
Montreal, on Thursday, 18th March, and was attended by 
four hundred and fifty members and guests. Alfred Smi- 
bert, president, occupied the chair. Guest speakers of the 
evening were Watson Sellar, auditor general of Canada, 
whose address on “Crown Munitions Companies” will ap- 
pear in an early issue of THE CANADIAN CHARTERED ACCOUNT- 
ant; A. H. Rowland, inspector of income tax, Montreal, and 
J. J. McMorrow of the income tax department, who assisted 
in a discussion on the T.2 Questionnaire. 

Mr. Sellar was introduced to the gathering by Alex. Bal- 
lantyne, past president. George C. McDonald, past presi- 
dent, expressed thanks to the speaker for his interesting 
address. 

The Society was honoured in having as its guests: Fred 
C. Hurst, president of the Ontario Institute; Dr. E. F. 
Beach, director of the School of Commerce, McGill Univers- 
ity; Esdras Minville, dean of the School of Higher Com- 
mercial Studies; D. C. Morrison, auditor general’s depart- 
ment, Montreal; W. A. McKague, secretary-treasurer of 
The Dominion Association of Chartered Accountants; and 
A. Emile Beauvais, president of The Quebec City Commit- 
tee. The toast was proposed by Harrison C. Hayes, and 
Fred C. Hurst, president of the Ontario Institute, replied 
on behalf of the guests. 

The discussion on the T. 2 Questionnaire was ably led 
by C. F. Elderkin and Harrison C. Hayes, first and second 
vice-presidents, and numerous questions asked by various 
members were answered by A. H. Rowland and J. J. McMor- 
row. Mr. Campbell, immediate past president, thanked the 
members of the income tax department for their timely 
help and information. 

Twenty-nine new members, successful candidates in the 
recent final examinations, were welcomed into the Society 
and presented with their diplomas. War Memorial Prizes 
were presented to Saul F. Finesilver (R.C.A.F.) and Joseph 
Leznoff (R.C.A.F.) who obtained first and second highest 
marks in Quebec in the final examinations and Marius Lali- 
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berte, who obtained highest marks in the intermediate ex- 
amination. 

Dominion Association silver medals and cheques were 
presented by George C. McDonald, a past president of that 
Association, to Saul F. Finesilver, who obtained second 
highest marks in Canada in the final examination and 
Marius Laliberte, a graduate of L’Ecole Superieure de Com- 
merce de Quebec, who obtained highest marks in Canada 
in the intermediate examination. 


STAFF TRAINING 


The matter of staff training has recently been receiving 
a good deal of consideration and in the early fall of last 
year the Council of the Quebec Society carried out quite 
an interesting experiment. It was realized that many of 
the chartered accountant offices had many new members 
on their staffs of which a substantial proportion were young 
ladies. Many of them had little or no experience of the 
work which they had undertaken and with a view to giving 
them some preparation for the busy time of the year, a 
short course of lectures was organized. The various offices 
were requested to nominate those members of the staff 
whom they felt would profit from the tuition given and 
the fee for the course was paid by the practising firms. 

There were over fifty enrolments and the lectures were 
held weekly over a period of eleven weeks in a room placed 
at the disposal of the Society by McGill University. The 
Council secured the services of Mr. C. N. Knowles, C.A., and 
the lectures were so planned as to be of a practical nature, 
to acquaint beginners in the profession with the general 
nature of the duties they would be called upon to perform. 
It is not to be supposed that these lectures were intended 
to take the place of those normally taken by registered 
students in the course of their long term studies. Some 
of the matters which received particular attention were: 
Deportment in the client’s office and professional etiquette 
as affecting the relationship with the client ; the preparation 
and use of working papers; the points for which a voucher 
should be examined; matters to be given special thought 
when examining the open balances in accounts receivable 
and payable ledgers, etc. This is not an exhaustive list of 
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the maiters covered—these few items are mentioned merely 
as indicative of the nature of the course. 

On the whole, the experiment seemed to be well worth 
while. It appears that some of the larger offices have them- 
selves been conducting courses of instruction for the benefit 
of the younger members of their staffs, but there are nu- 
merous smaller offices where such facilities could not readily 
be provided and such firms were able to take advantage of 
the facilities offered by this course. The fee was $10 per 
student and as mentioned above, was paid by the employer. 
It would seem that there is every justification for the 
provision of facilities whereby those entering a practising 
accountant’s office for the first time should be able to learn 
something of the duties of the profession immediately, with- 
out waiting two or three years until they are in a position 
to take the prescribed course of studies preparatory to 
sitting for their examinations. The plan might be com- 
pared to the various apprentice training schemes in effect 
in some of our war industries, and there would seem to be 
scope for development of the idea. It is understood that the 
council of the Quebec Society under the presidency of Mr. 
A. Smibert is giving the matter further thought. 


TAXATION OF WESTERN WHEAT CO-OPERATIVES 


In reply to questions regarding the taxation of western 
co-operative grain organizations, the Minister of National 
Revenue made the following statement in the House of 


Commons on 22nd March: 
“It is not the intention of the government to have any change 
made in the provisions of The Income War Tax Act or The Excess 
Profits Tax Act which exempt the income of co-operative companies 
and associations from taxation thereunder; but, in view of opinions 
given by the Department of Justice, after an investigation of the facts, 
that certain corporations, referred to in the question as the wheat pool 
organizations of western Canada, do not qualify for tax exemption 
under such provisions, it is felt desirable that the questions of facts 
and of law pertinent to the liability of such corporations for tax be 
brought before the courts for investigation and final determination. 
“The Department of Justice has advised that the most practical 
method of getting these matters before the courts in a manner that 
will provide opportunity for a full investigation of all pertinent ques- 
tions will be to assess such corporations, so that they may appeal from 
such assessments in the usual way if they continue to dispute liability. 
“It is the intention of the government to make such assessments 
and, if appeals are made by the taxpayers, the government will be 
prepared to discuss with the representatives of these corporations such 
arrangements as may be necessary to provide that the costs of such 
appeals to the corporations will not be greater than would be occasioned 
to them by a reference to the courts by the government itself.” 
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STUDENTS’ DEPARTMENT 
R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


We encountered recently, on the published balance sheet 
of a Canadian company, what appeared on its face to be 
a complete form of statutory audit report to the share- 
holders but turned out on careful reading to be so qualified 
as to mean nothing at all. It ran: “We have examined 
the books of .... for the period . . . . and in connection 
therefore have etc. etc. Based on this examination and 
subject to our report to the shareholders, in our opinion the 
above balance sheet is properly drawn up etc. etc.” The 
italics, needless to say, are our own. We regard it as ques- 
tionable whether an auditor should, in this manner, put 
himself in the position of appearing to say something when 
he has in fact said nothing. Of this sort of thing a practi- 
tioner wrote some years ago: “I have seen many cases 
where statements have been published in the press with 
auditor’s certificates referring to reports but without the 
reports being also published. This in my view is wrong, 
and in such cases I warn you all that you should not try 
to analyze or to pass an opinion on the statement unless 
you also have an opportunity of seeing the report. You 
may be sure that if the auditor’s certificate cannot be given 
on the face of the statement there is either some reserva- 
tion which the auditor has to make which would affect the 
value of some asset or some reference which might have 
an important bearing on the net worth of the business.’ 
The case of McKesson and Robbins which shook so severely 
the layman’s confidence in the auditor is surely not yet so 
remote an incident in accounting history that auditors can 
afford to issue this sort of “certificate” for publication with 
financial statements. 

* ok * 

Another recent audit report which came to our attention 
throws an interesting light on present trends in auditing 
practice induced by war conditions. In it the auditor stated 
that he had not made an audit of the transactions for the 


1A. E. Nash “Construction and Interpretation of Financial State- 
ments,” The Canadian Chartered Accountant, Vol. XXI, p. 386. 
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year. He nevertheless was able, presumably as a result 
of his study of the client’s system of accounting and in- 
ternal check, to express an opinion on the accuracy of the 
balance sheet drawn off the books at the year end. It is 
probable that the present war will mean the end of any- 
thing resembling a detailed audit in all engagements except 
the smallest, and that much greater reliance than hitherto 
will be placed by the auditor on efficient accounting methods 
and reliable internal checks. This should work to the ad- 
vantage of both the auditor and the client—without any 
detriment to those who are relying on the auditor’s opinion. 
It is to be hoped (and it can be expected) that the courts 
will extend recognition to this development if and when the 
occasion arises for them to decide whether it represents the 
exercise of reasonable care and skill. 
* * * 


STUDENT ASSOCIATION NOTES 
Quebec Students Missing 


The members of the Quebec Students’ Society record 
their regret at the news that two popular members of the 
Society are reported missing and hope for their safe return. 

F/O Elson W. Cunningham, a son of Cyril Cunningham, 
chartered accountant, has been reported missing after air 
operations. Educated at West Hill High School and McGill 
University, he was in the employ of Alfred Walford & Sons 
until two years ago when he enlisted in the Royal Canadian 
Air Force, and after training received his wings at St. 
Hubert. Posted later to Charlottetown, Prince Edward 
Island, where he was attached to the Royal Air Force he 
went overseas in July 1942. 

Fit. Sgt. William Ewart Nixon Field, Royal Canadian 
Air Force, previously reported missing, is now for official 
purposes presumed dead. Formerly in the employ of 
Deloitte, Plender, Haskins & Sells, Flt. Sgt. Field enlisted 
in 1940 and received his wings as a pilot at Moncton in 
May 1941. He went overseas the following month and 
made nineteen operational flights before being reported 
missing 27th June 1942. He was educated at Lower Canada 
College. 

The sympathy of the members goes out to the parents . 
of these two fine boys. “Two of the best.” 
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PROBLEMS AND SOLUTIONS 


THE PROVINCIAL INSTITUTE OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1942 


Accounting II, Question 2 (25 marks) 


Maritime Stores Limited operates numerous branches in three 
provinces. The accounts of the branches in each province are con- 
solidated at a provincial office, but the final accounts and fixed asset and 
branch investment accounts are carried in the head office books. The 
following information appears in the provincial office accounts for the 
year ended 31st December 1941: 


Saskatchewan Manitoba Ontario 

$700,000 $1,000,000 $3,500,000 

Cost of sales 560,000 800,000 2,600,000 

Selling expenses 42,000 67,000 128,000 

General and administrative expenses. 85,000 117,000 182,000 

Bad debts written off 11,200 23,500 
Merchandise purchased from other 
branches and included in inven- 


tories at purchase price— 
31st December 1940 28,000 52,000 
3lst December 1941 24,000 28,000 
Sales to other branches or districts 
amounted to 92,000 57,000 280,000 


Sales and purchases made between branches and districts are re- 
corded in the same manner as transactions with other companies, sales 
being made at 25% in advance of cost. 


Head office accounts as at 31st December 1941 include the following 
overhead expenses: 


Depreciation of buildings and equipment 

Administrative salaries 

Property taxes 

Sundry head office expenses 15,000 


$193,000 


During the year ending 3lst December 1941 head office charged 
the branches with an amount of $227,000 for overhead expenses. 
Required: 


Prepare a consolidated profit and loss statement (do not provide 
for income or excess profits taxes) for the year to 31st December 1941, 
and include your working papers as part of the solution. 
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STUDENTS’ DEPARTMENT 


Adjustments and Eliminations 
$429,000 
Cr. Cost of sales $429,000 
Sales between branches and districts 
Saskatchewan $ 92,000 
Manitoba 57,000 
Ontario 280,000 


$429,000 
2. Reserve for inter-branch profits in in- 
ventories 
Cost of sales 
Eliminating inter-branch profits on 
goods included in inventories 
at 31st December 1940 
Saskatchewan $ 28,000 
Manitoba 52,000 


$ 80,000 


20% thereof (equivalent to 25% on 
$ 16,000 


3. Cost of sales 10,800 
Reserve for inter-branch profits in 
inventories 
Eliminating inter-branch profits on 
goods included in inventories 
at 31st December 1941 
Saskatchewan 


$ 54,000 


20% thereof (equivalent to 25% on 
$ 10,800 


MARITIME STORES LIMITED 
PROFIT AND LOSS STATEMENT 
for the year to 3lst December 1941 
$4,771,000 
Cost of sales 3,525,800 


Gross profit : 1,245,200 
Expenses 
Selling expenses $ 237,000 
General and administrative expenses 172,000 
Administrative salaries 48,000 
Depreciation of buildings and equipment . 88,000 
Property taxes 42,000 
Bad debts 50,700 637,700 


Net profit before providing for income and ex- 
cess profits taxes $ 607,500 


May 1943. 










THE CANADIAN CHARTERED ACCOUNTANT 


PROBLEM II 
FINAL EXAMINATION, DECEMBER 1942 


Accounting II, Question 1 (25 marks) 


The Black Coal Company, which began business on 1st November 
1941, uses a process cost system. Its mining processes are: mining, 
which consists of breaking away the coal; hoisting, which consists of 
hauling the coal to the main shaft and hoisting it to the surface; 
crushing, or breaking up the coal in readiness for sale. The final 
operation is loading, in which the coal is loaded on barges and shipped 
to the trade. Loading is classified as a selling expense, but requires a 
certain amount of the mine overhead and is therefore included in the 
process cost statement. However, the entire cost of loading is included 
in selling expense in the profit and loss statement. Allowances for de- 
preciation of equipment are included in the various “supplies and ex- 


penses” accounts. 
Classified expenses for the year ending 30th November 1942 were: 










































Mining: 
EE NE ob ntsc canes eee kes s Seldom $260,000 
RTE GRERDOFIRE ERDOEE 2.6 ccc ccicsccccicsss. 49,500 
IN IND ook so datas sone oe nk es eeee x 10,000 
re Se ease ee van San ob ones 14,500 
Mining supplies and expenses .............. 47,500 
Hoisting: 
Tramming and hoisting labour ............. 34,000 
Hoisting supplies and expenses ............. 12,000 
Crushing: 
Crushing and stockpile labour .............. 15,000 
Crushing supplies and expenses ............ 6,700 
Loading: 
RS ee ee ee ee 7,500 
Loading supplies and expenses ............. 3,500 
Mine overhead: 
EE I od se awa aS eb Swa sence 9,000 
es ES ND os a ance d0 6 bes ease awe s 12,000 
NE RIN INE ss boa Kw 6b ais.5 0% © 0 din \6 5.095, 6,000 
General maintenance labour ............... 15,500 
General mine supplies and expenses ........ 3,000 
PE RMD 5 6X65 kins kG USS o0 seed wicaee 14,000 
orca eA eb aa ses Kobe dss a Wes waw Owe 










Administration expenses: 


PUMP APE OTRO ov cose wivee csiccewsis 
Eee eee err J 









EI NI oc bb 64.400 gee swe see eens 3,000 
I I, oss waco worse Was ws oS O08 800 14,000 
EMER 6 oo au baae ss 40's sdice-sbeees sae 10,300 
Office supplies and expemses ............... 3,400 






The production record for the year is as follows except that the 
tons on hand on 30th November 1942 have been adjusted to the actual 
inventory quantities. The transferred portion may be taken as reason- 


ably accurate. 
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STUDENTS’ DEPARTMENT 


On hand 30th Lost in 
Transferred November transit and 
during year 1942 waste, etc. 


Tons mined ... 240,000 210,000 25,000 5,000 
Tons hoisted .. 210,000 190,000 19,000 1,000 
Tons crushed . 190,000 175,000 14,000 1,000 
Tons loaded 

and sold .... 175,000 175,000 ‘ 


Rent which has not been charged to the accounts is to be calculated 
on the following basis. 

Annual rental is .05c per ton mined with a minimum rental of 
$15,000 per annum. Excess rentals paid due to minimum rental clause 
may be offset in later years. 

Mine overhead is distributed over the various processes according 
to the ratio of direct labour cost. The depletion charge has been 
established at .10c per ton. 

Required: 

(a) Prepare a process cost statement showing the cost and produc- 
tion of each department, with inventories at the end of the year and 
the cost per ton at each stage of the process. 

(b) Also prepare the annual profit and loss statement, based on 
sales of 175,000 tons for $490,000. 


SOLUTION 
(a) THE BLACK COAL COMPANY 
PROCESS COST STATEMENTS FOR THE YEAR ENDED 
30th NOVEMBER 1942 


MINING 
Direct labour: 
Mining $260,000.00 
Shaft timbering 49,500.00 
10,000.00 $319,500.00 


Blasting powder 14,500.00 
Supplies and expenses 47,500.00 
Mine overhead (Schedule A) 88,797.21 


Production—235,000 tons @ $2.00126 per ton $470,297.21 


Transferred to Hoisting—210,000 tons $420,265.71 
Inventory of mined coal— 25,000 tons 50,031.50 


HOISTING 


Direct labour—tramming and hoisting $ 34,000.00 
Supplies and expenses 12,000.00 
Mine overhead (Schedule A) 9,449.47 


55,449.47 
Transfer from Mining—210,000. tons 420,265.71 


——_——- 


Production—209,000 tons @ $2.27614 per ton $475,715.18 


Transferred to Crushing—190,000 tons $432,468.52 
Inventory of coal at hoisted stage—19,000 tons 43,246.66 
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THE CANADIAN CHARTERED ACCOUNTANT 


CRUSHING 
Direct labour—crushing and stockpile $ 15,000.00 
Supplies and expenses 6,700.00 
Mine overhead (Schedule A) 4,168.88 


25,868.88 
Transfer from Hoisting 432,468.52 


Production—189,000 tons @ $2.42506 per ton $458,337.40 


Transferred to Cost of Sales—175,000 tons $424,386.56 
Inventory of crushed coal — 14,000 tons 33,950.84 


LOADING 


Direct labour 
Supplies and expenses 
Mine overhead (Schedule A) 2,084.44 


Transferred to Profit and Loss $ 13,084.44 


SCHEDULE A 

MINE OVERHEAD 
Supervisory wages 
Mine office wages 
Power and light 
General maintenance labour 15,500.00 
General mine supplies and expenses 3,000.00 
Property taxes 14,000.00 
Insurance 9,000.00 
Depletion (240,000 x $.10) 24,000.00 
*Rent ...(240,000 x $.05) 12,000.00 


Apportioned on basis of direct labour $104,500.00 


*$15,000 rent would be paid. Of this, $3,000 would be carried as 
a deferred charge to operations. 
(b) THE BLACK COAL COMPANY 
STATEMENT OF PROFIT AND LOSS 


For the year ended 30th November 1942 
Coal sales $490,000.00 


Cost of coal sales 424,386.56 


Gross profit on sales 65,613.44 
Selling expenses: 
Loading expenses . $ 13,084.44 


Salesmen’s salaries 14,000.00 
Other selling expenses 3,000.00 30,084.44 


35,529.00 


Administration expenses: 
Executive salaries 14,000.00 
Office salaries 10,300.00 
Office supplies and expenses 3,400.00 27,700.00 


7,829.00 


Mortgage interest 5,000.00 


Net profit for the year ended 30th November 1942 
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